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There Is No Substitute 
for Experience 


In taking care of the many and important details for a lawyer 
in the incorporation or qualification of a company, or in the 
amendment of its certificate—seeing that no step is overlooked, 
no matter what the haste, no time-limit overstepped; no require- 
ment omitted—nothing can take the place of experience. 


Performing those duties for members of the bar has been a 
function of The Corporation Trust Company for thirty-seven 
years. 


Out of that long experience has evolved the comprehensive 
organization and highly trained personnel maintained by this 
company; the system of checks and counterchecks' rigidly fol- 
lowed, and the scale of prices charged the client, through its 
attorney, for the work done. 


To operate at such duties with cheaper facilities, or with less 
completely manned, highly trained personnel, or on a less cer- 
tain and scientifically worked out basis of charges, would 
mean—could not help but mean—trusting to luck somewhere 
along the line of work. 


Now the soundness of the client’s corporate, structure is a 
thing not many lawyers like to confide to another’s good luck. 
That is why The Corporation Trust Company’s name appears 
with such regularity in the certificates of incorporation, or 
qualification papers, of the companies organized by the most 
experienced attorneys. 
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| 
Many a Will needs 
Brushing Up.. 


A WILL was recently offered for 
probate which the testator had drawn over 
twelve years ago. In it he left all his property 
to his wife and infant son 








But in the meantime, he had secured a di- 
vorce from his wife who was married again and 
living in another country. The testator himself 
was married a second time and two more 
children had been born to his second wife. Of 
course, the will no longer reflected the real in- 
tentions of the testator. | 


It is a good plan to review a will once a year, 
and to consider, among other things, the quali- 
fications of the executor. The’ addition of a 
simple codicil is all that is necessary to secure 
the services of this permanent and experienced 
institution as executor and trustee. 





Whenever legal services are required in connection 
with the administration of an estate, it is the policy 
of The National City Bank of New York to employ 
the attorney who drew the client’s will and is there- 


MS) fore familiar with his affairs. 
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Deductions for Losses on Account of 
Worthless Stock 


By WILLARD CARLSON* 


MONG the probems to be solved in computing 

net income of individuals for income tax pur- 

poses are those concerning the deductibility of 
shares of worthless stock, particularly the determina- 
tion of the proper year in which deduction should be 
made from gross income for losses on account of 
shares of stock becoming worthless, and the proof of 
loss. The numerous decisions of the Federal Courts 
and of the United States Board of Tax Appeals cover 
these questions clearly. 

Paragraphs (4) and (5) of Sec- 
tion 214 (a) of the Revenue Act of 
1918 provide that in computing net 
income there shall be allowed as 
deductions : 


(4) Losses sustained during the tax- 
able year and not compensated for by 
insurance or otherwise, if incurred in 
trade or business; 


(5) Losses sustained during the tax- 
able year and not compensated during 
the taxable year or otherwise, if incurred 
in any transaction entered into for prof- 
it, though not connected with the trade 
or business; but in the case of a non- 
resident alien individual only as to such 
transactions within the United States; 


The Revenue Act of 1921 altered 
paragraph (5) of Section 214 (a) to 
the extent of substituting for “as to 
such transactions within the United 
States” the clause “if and to the ex- 
tent that the profit, if such transac- 
tion had resulted in a profit, would 
be taxable under this title,” and 
added a provision relating to so- 
called “wash-sales.” The Revenue Act of 1924 was 
the same as the 1921 Act with the exception of the new 
provision for wash-sales, and the only change made in 
the 1926 Act in these paragraphs was the omission of 
the words “and to the extent that” from paragraph 
(5) as amended by the Act of 1921. 


Section 23 (e) of the Revenue Act of 1928 provides 


*Of the Bar of the District of Columbia: Associated with Hitt, 
Miller, Cain & Munson, Washington, D. C. 
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with reference to the same deductions from gross in- 
come: 

(e) Losses by Individuals—In the case of an individual, 
losses sustained during the taxable year and not compensated 
for by insurance or otherwise— 

(1) if incurred in trade or business; or 

(2) if incurred in any transaction 
entered into for profit, though not connected with the trade 
or business; or * * * 

Article 144 of Regulations 62 (Revenue Act of 
1921) provides with reference to 
stock of corporations not under Fed- 
eral supervision or equivalent State 
supervision : 

A person possessing stock of a corpora- 
tion can not deduct from gross income any 
amount claimed as a loss merely on ac- 
count of shrinkage in value of such stock 
through fluctuation of the market or other- 
wise. The loss allowable in such cases is 
that actually suffered when the stock is 
disposed of. See, however, article 154. 
However, if stock of a corporation be- 
comes worthless, its cost or other basis 
determined under section 202 may be de- 
ducted by the owner in the taxable year 
in which the stock became worthless, pro- 
vided a satisfactory showing of its worth- 
lessness be made, as in the case of bad 
debts. 


Article 144 of Regulations 45 
(Revenue Act of 1918) included 
bonds as well as stock and provided 
that the “loss allowable” was that 
actually suffered “when the securi- 
ties mature or are disposed of.” The 
same article of Regulations 65 (Rev- 
enue Act 1924) omitted the word “however” and sub- 
stituted “204” for “202,” and Regulations 69 (Revenue 
Act of 1926) omitted “See, however, article 154.” No 
further changes are made by the corresponding arti- 
cle of Regulations 74 (Revenue Act of 1928), Article 
174. 

A summary of the decisions followed by a digest of 
the decisions, grouped for convenience, show the ap- 
plication of the statute and regulations. 
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Summary of Decisions 

The loss incurred through stock becoming worthless 
is to be deducted from the gross income of the year 
in which it reasonably appears that such stock has in 
fact become worthless (Royal Packing Company v. 
Commissioner of Internal Revenue, 22 Fed. (2d) 536) 
and must be taken in that year—De Loss v. Commis- 
sioner of Internal Revenue, 28 Fed. (2d) 803; The 
Commerce Guardian Trust and Savings Bank v. Nauts 
(1928 C. C. H., D-8039). Losses are fixed by cer- 
tain identifiable events such as the sale of property, 
destruction or physical injury, and in the case of 
debts, by the occurrence of such events as prevent 
their collection—United States v. S. S. White Dental 
Manufacturing Company of Pennsylvania, 274 U. 
S. 398, 401. The loss by such stock may become 
complete enough for deduction without estab- 
lishing that there is no possibility of an eventual recoup- 
ment. Id., 402-3. However, there must be reasonable 
ground to suppose that efforts to enforce the taxpayer’s 
rights would be fruitless —Lewellyn v. Electric Reduc- 
tion Company, 275 U. S. 243, 247. Nevertheless, “the 
taxing act does not require the taxpayer to be an in- 
corrigible optimist.”"—United States v. S. S. White 
Dental Manufacturing Company of Pennsylvania, su- 
pra, 403. 

It is not necessary, in order that a loss may be taken, 
that the stock be charged off on the taxpayer’s books 
(Royal Packing Company v. Commissioner of Inter- 
nal Revenue, supra), nor that an effort be made by the 
taxpayer to dispose of his worthless stock.—The Com- 
merce Guardian Trust and Savings Bank v. Nauts, — 
Fed. (2d) (1928 C. C. H., D-8039). 


The decisions of the Board of Tax Appeals have 
been in accord with those of the courts. The loss is 
to be taken in the year when the facts clearly indicate 
the stock to be worthless—Remuington Typewriter 
Company, 4 B. T. A. 880, 888; Edward J. Slater, 13 
B. T. A. 60, 61. If there is a reasonable prospect of 
the stock becoming of value, deduction is to be made 
in the year in which such reasonable expectations are 
dissipated.— Appeal of Milton H. Bickley, 1 B. T. A. 
544. However, “The law does not require the taxpay- 
er to be an incorrigible optimist. (United States v. 
White Dental Manufacturing Co., 274 U. S. 398), nor 
will he be permitted to postpone his deduction as if 
it did.”—Paul N. Myers v. Commussioner of Internal 
Revenue, 7 B. T. A. 1072, 1076. The loss is to be de- 
ducted when truly sustained and not necessarily at the 
time when ascertained.—Joslyn Manufacturing & Sup- 
ply Company, 6 B. T. A. 749, 752. E. S. Lee v. Com- 
missioner of Internal Revenue, — B. T. A. — (de- 
cided April 2, 1929). Such deduction must be taken 
in the year the proof shows the stock became worthless 
and not in any other year.—Harry H. DeLoss, 6 B. T. 
A. 784; Paul N. Myers v. Commissioner of Internal 
Revenue supra; State Bank of Springfield, 11 B. T. A. 
410; John A. Kruel, et al. v. Commissioner of Internal 
Revenue, 12 B. T. A. 448. 


Deduction is proper in a given year although the 
stock is sold in a subsequent year at a nominal price. 
—Gilbert H. Pearsall v. Commissioner of Internal 
Revenue, 10 B. T. A. 467. Sale of the stock is neces- 
sary in order to take a loss in those cases where stock 
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has declined in value but has not become worthless. 
Appeal of E. O. Walgren, 4 B. T. A. 1066. Appeals 
of Arthur H. Leonard, Charles M. Leonard and 
Fletcher L. Barrows, 4 B. T. A. 1221. The sale in 
such instances must be bona fide (Harry H. DeLoss, 
6 B. T. A. 784), and the bona fide character of such 
sale is not destroyed if the sale is consummated for 
the purpose of realizing a loss during the taxable year. 
—Appeal of James S. McCandless, 5 B. T. A. 1, 5. 

Deduction for worthless stock may be made in the 
year the stock of the insolvent corporation is assigned 
without consideration to persons interested in reorgan- 
izing the company (Appeal of Farmers’ Hardware 
Company, 2 B. T. A. 90), or in the year the stock is 
assigned without other consideration than release from 
further completion of the project undertaken by the 
corporation.—Appeal of C. U. Connellee, 4 B. T. A. 
359. 

The continued operation of the property by the com- 
pany does not prevent deduction for loss of worthless 
stock—Homer v. Preston, 7 B. T. A. 414. It is un- 
necessary to await a certain adverse decision on a claim 
for recoupment of losses—Appeal of Thomas Thor- 
kildsen, 2 B. T. A. 570. Liquidation of the corpora- 
tion is not a condition precedent.—C. E. Conover Co., 
7 B. T. A. 1234. Deduction is to be made at the time 
of insolvency and not at the subsequent time of ap- 
pointment of a receiver (J. J. Melick, 6 B. T..A. 70), 
although the insolvency and appointment of a receiver 
may happen at the same time——N. P. Christensen v. 
Commissioner of Internal Revenue, 7 B. T. A. 625. 
The loss is also deductible when the corporation has 
no assets and dissolves (Appeals of George W. Todd 
and Libanus M. Todd, 3 B. T. A. 327), when the com- 
pany has no assets and ceases all activity (Appeal of 
John Anthony Barry, 2 B. T. A. 1095; Appeals of 
George W. Todd and Libanus M. Todd, supra), when 
the company ceases activity and its assets are less than 
its liabilities Sheridan Meat Company v. Commis- 
stoner of Internal Revenue, 10 B. T. A. 211. 


Stock of mining companies whose assets consist of 
mining claims or leases is deductible in year when min- 
ing claim or lease is abandoned.—Appeal of Allen H. 
Bowen, 2 B. T. A. 1043; and Appeal of Thomas Thor- 
kildsen, 2 B. T. A. 570. Deduction for stock of a syn- 
dicate organized to finance the drilling of certain oil 
wells was deductible in year that test well proved to be 
dry. Appeals of George W. Todd and Libanus M. 
Todd, supra. 


The burden of proof in the foregoing is on the tax- 
payer to establish the fact of worthlessness of the stock 
by reasonably convincing evidence—Royal Packing 
Company v. Commissioner of Internal Revenue, 22 
Fed. (2d) 536. The ultimate fact of worthlessness is 
to be shown by the circumstances—Id. The evidence 
must be definite, records of the cost and amount of 
stock held should be produced. Haney v. Commis- 
sioner of Internal Revenue, 5 B. T. A. 1039. Purchase 
price of the stock and date company disposed of its 
assets should be proved (O. R. Fuller, 11 B. T. A. 
1025), and evidence must be given as to the company’s 
assets.—A ppeals of George W. Todd and Libanus M. 
Todd, 3 B. T. A. 327. An investigation by the trustee 
under the deed of trust upon the property and by the 





[hh ted ooh & 


i — a — i» SS an: i 


_—— —_ | 


Tea ~~ F TE Ve 


im | WwW 


C- 


1g 
44 


ce 
of 


se 
its 


June, 192) 


taxpayer showing that the assets of the company did 
not exceed the outstanding bonds was sufficient in 
Jones v. Commissioner of Internal Revenue, 4 B, T. A. 
1206. A letter from the president of the company stat- 
ing that the company’s only assets were two leases of 
oil lands and testimony that the land was subsequently 
found to have no oil were sufficient in W. R. Ricks, 13 
B. T. A. 138i. A rumor that a company is in financial 
straits is insufficient—Holeproof Hosiery Company v. 
Conwmissioner of Internal Revenue, 11 B. T. A. 547. 
Advice of stock brokerage firms is insufficient —A ppeal 
of Chicago Railway Equipment Company, 4 B. T. A. 
452, 459. Cessation of operations and evidence that no 
dividends were ever paid are insufficient—Walter P. 
Coleman, 8 B. T. A. 1126. Inability to sell the stock 
and statement by the president of the company that its 
stock was worthless are insufficient—H. H. Moyer v. 
Commissioner of Internal Revenue, 12 B. T. A. 429, 
430-1. Statements showing assets and liabilities and 
earnings of the company should be introduced in evi- 
dence.—Id. 


Digests of Decisions 


Corporation Whose Operations Ceased: The 
United States District Court for the Western District 
of Missouri decided In re Harrington, 1 F. (2d) 749, 
among other matters, that the bankrupt was entitled to 
credit in 1918 for the cost of common stock of a com- 
pany which had become insolvent and suspended opera- 
tions prior to July, 1918. The court said: 

The common stock was known at that time to be worth- 
less, and a satisfactory showing was made of its worthlessness. 


In such cases it is unnecessary to await the formal termination 
of the receivership, which occurred in 1919. 


Stock is deductible when worthless and there is no 
reasonable prospect of its being of any value—Appeal 
of Milton H. Bickley, 1 B. T. A. 544. The taxpayer 
deducted from his return, among other things, stock of 
a company which had no assets or funds, being entirely 
insolvent. The stock was closely held and had no mar- 
ket value. The Commissioner contended that the 
shares of stock should have been deducted in 1915 and 
1916 when the company was unable to meet certain 
notes, which had been extended and which had been 
paid by the taxpayer as an accommodation indorser in 
those years. The company had reasonable prospects of 
becoming a success in 1917 and 1918, but these 
prospects were dissipated in 1918 when the president 
went to another location and shortly thereafter died, 
and the company ceased doing business. The Board 
held that 1918 was the proper year for deduction. 

The time the corporation ceased all activity and had 
no assets was found to be the proper time for deduc- 
tion of the stock of the corporation in Appeal of John 
Anthony Barry, 2 B. T. A. 1095. 

In Appeals of George W. Todd and Libanus M. 
Todd, 3 B. T. A. 327, it was decided with reference to 
several blocks of worthless stock as follows: 

(1) Stock of a corporation, which dissolved in 1920, when 


it had no assets and which had paid no liquidating dividend 
to stockholders, was deductible in 1920. 

(2) Stock of a mining corporation, which ceased operations 
in 1920 when it had no assets, owed a franchise tax and had 
paid no liquidating dividend, was deductible in that year. 

(3) Stock of a syndicate formed to finance drilling of oil 
wells, which proved to be dry in 1921, was deductible in 1921. 

Deduction of stock in a corporation which had not 
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dissolved was not allowed as there was no evidence to 
show whether the company had any assets remaining 
after dissolution. Evidence of no market for stock of 
another corporation was not adequate to permit of 
deduction. 

The Board upheld disallowance of deduction for 
worthless stock which became worthless prior to the 
taxable year in Paul N. Myers v. Commissioner of In- 
ternal Revenue, 7 B. T. A. 1072. The taxpayer’s in- 
vestment was clearly worthless prior to 1920, the year 
the deduction was claimed, as the inventor of the ma- 
chine to be manufactured and the manager of the com- 
pany, one Nielsen, being unable to secure more money 
to keep his insolvent company going, absconded prior 
to 1919, leaving as assets of the company only some 
office furniture, which in 1918: brought in a sale the 
amount of the storage charges. A contract was entered 
into in 1917, between a promoter and other creditors 
for a revival of the corporation and an office was set up 
in 1919. The project was abandoned in 1920. The 
Board held that the promoter had nothing to do with 
the petitioner’s stock as the corporation’s property had 
been sold prior to his assumption of the company and 
said : 

While it may be true, as petitioner’s counsel say, that the 
time when stock becomes worthless is not such a fact as can 
be fixed with certainty, nevertheless the finding must be rea- 
sonably made in relation to such certain facts as are avail- 
able. Merely because men may differ as to the proper period 
within which the loss is established as a deduction, a taxpayer 
may not postpone the deduction out of all relation to the evi- 
dence at hand. The law does not require the taxpayer to be 
an incorrigible optimist, United States v. White Dental Man- 
ufacturing Co., 274 U. S. 398, nor will be permitted to postpone 
his deduction as if‘it did—lId., 1076. 


In disallowing deductions for stock alleged to be 
worthless, because of insufficient evidence, the Board 
said : 

Certain evidence that the Alta Vista Co. became non-opera- 
tive during 1919 (through non-payment of taxes), cannot of 
itself be taken to establish that the stock became worthless in 
that year or that it has ever become worthless. See Appeal 
of George W. Todd, 3 B. T. A. 327. This is so even though 


the stock has never paid dividends.—Walter P. Coleman, 8 B. 
T. A. 1126, 1131. 


Petitioner, a corporation, was allowed to deduct from 
its gross income in 1921 stock in a company which 
ceased operations in that year having outstanding liabil- 
ities greatly in excess of its assets—Sheridan Meat 
Company v. Commissioner of Internal Revenue, 10 B. 
T. A. 211. 

Deduction in 1920 of stock which became worthless 
prior to 1920 was also disallowed in John A. Kruel 
et al. v. Commissioner of Internal Revenue, 12 B. T. A. 
448, 449. 


Corporation Insolvent and Operations Continued 

In The Commerce Guardian Trust and Savings 
Bank v. Nauts, Collector, — Fed. (2d) —, decided 
November 15, 1927,—( Commerce Clearing House 1928, 
p. 8090), the District Court of the United States for 
the Northern District of Ohio, Western Division, 
allowed deduction of stock as worthless in 1921. The 
Court said that the fact that the corporation was never 
adjudged a bankrupt was immaterial, that the fact that 
the corporation continued for some time after the tax- 
able year did not suggest a doubt that the stock had 


not been worthless for several years prior thereto, and 
that— 
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Plaintiff was not required to make an effort to dispose of 
the stock of the American Foreign Banking Corporation dur- 
ing the taxable year 1921. It was not required to make such 
an effort in order to justify from the non-success of the effort 
its claim that the stock was worthless; that fact may be other- 
wise established. 

Deduction in 1918 of the stock in subsidiary sales 


corporations of Germany and Austria-Hungary was 
allowed, the Board saying: 

The fact that the shell of a worthless corporation continues 
in business is no bar to the deduction of an investment in that 
corporation’s stock when all facts clearly indicate the stock 
to be worthless.—Remington Typewriter Company, 4 B. T. A. 
880, 888. 

In Joslyn Manufacturing & Supply Company, 6 B. 
T. A. 749, deduction in 1920 was allowed of stock in 
fact worthless in 1920, but not definitely ascertained to 
be worthless and surrendered as worthless until 1921, 
although the stock had been written off taxpayer’s 
books in 1920. The Board said: 


The only reason why the petitioner continued any relations 
with the ‘Southern Electric Supply Co. was its desire to bear 
its full share of the burdens of the mismanagement and mis- 
fortune of the company. 


Some point was made at the hearing that the definite ascer- 
tainment of the worthlessness of the stock was not until after 
the close of 1920, but as petitioner properly points out, the 
statute does not make the loss deduction dependent upon the 
time of ascertainment but rather upon the time when the loss 
is truly sustained. Carl Muller, 4 B. T. A. 169. See also 
Henry M. Jones, 4 B. T. A. 1286.—Id., 752. 


The Commissioner’s contention that deduction for 
stock of a street car company should not be allowed 
until the year the company ceased operations was not 
sustained by the Board, which permitted deduction 
when the stock was in fact worthless, saying: 


The company was fairly prosperous from its beginning in 
1908 until the close of 1916. Beginning in 1917 it sustained 
losses during the remainder of its existence. During 1919, 
its deficit increased to $590,630.54, or $90,630.54 in excess of 
its outstanding capital stock. The company was then insolvent. 
The stockholders’ equity was entirely extinguished. Had it 
salvaged its property in that year the bondholders would not 
have realized more than 33% cents on the dollar, leaving 
nothing for the general creditors or the stockholders. We do 
not say that this fact alone would warrant a finding of the 
worthlessness of the stock in 1919. The company continued 
to operate and it is not an unusual thing for businesses to sur- 
vive a temporary depression. The facts, however, in the in- 
stant case clearly show that by 1919 it became definitely known 
that the Chautauqua Traction Co. could not possibly survive. 
The increasing number of automobiles, together with the im- 
proved highways which ran parallel to the traction company’s 
line, resulted in reducing, with the exception of 1917, the 
number oi passengers carried. In 1919 it became apparent 
that this condition would continue. The company, in 1918, 
took steps to increase its passenger rates but after a years’ trial 
this proved to be no cure for its financial ills. The decision 
of the New York Service Commission rendered on November 
25, 1919, was reasonably construed by the petitioners as a direc- 
tion-that they should charge off and reduce their investments 
in the traction company. The general superintendent testi- 
fied at the hearing that by 1919 he had exhausted all ideas 
of how to improve conditions, and said “I could not figure out 
where there could be return earned on the investment.” Offi- 
cers of adjoining roads made investigations of the traction 
company’s affairs in 1919 with a view of possibly consolidating, 
but abandoned all such considerations as, in their opinion, the 
traction company was so hopelessly insolvent that its property 
was not worth the bonds outstanding against it—Homer v. 
Preston, 7 B. T. A. 414, 422. 


In State Bank of Springfield, 11 B. T. A. 410, 411, 
the Board said: 


If it could be conceded that the stock of an operating cor- 
poration might be deducted as a loss merely because the lia- 
bilities greatly exceeded the assets, nevertheless this petitioner 
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would not be entitled to the deduction claimed in the year 
1921 for the reason that the preponderance of the evidence 
establishes that the preferred stock of the Valier-Montana 
Land & Water Co. had no value for three years prior to the 
taxable year. 


Corporation Insolvent But Not Liquidated 


In Royal Packing Company .v. Commissioner of 
Internal Revenue, 22 Fed. (2d) 536, decided October 
31, 1927, (Commerce Clearing House 1928, p. 8021) 
the United States Circuit Court of Appeals for the 
Ninth Circuit reversed the Board of Tax Appeals and 
remanded the case for rehearing. The Board had dis- 
allowed deduction of worthless stock from the tax 
return for the fiscal year ending January 31, 1919, 
because of insufficient proof. The Court summarized 
the law as follows: 

The taxpayer was not entitled to the deduction merely be- 
cause the stock may have subsequently become worthless or 
because in the light only of subsequent developments, it may 
appear to have been inherently worthless during the year in 
question. Nor can the deduction be claimed for a mere shrink- 
age in value. A loss may be said to be actually sustained in 
a given year if, within that year, it reasonably appears that 
such stock has, in fact, become worthless. It is not requisite 
that there be a charge-off on the books of the taxpayer, and 
the ultimate fact of worthlessness may be shown by circum- 
stances, as in other cases, where that question is im issue. But 
the burden is on the taxpayer to establish the fact by reason- 
ably convincing evidence. 

Upon reconsideration, the Board was of the opinion 
that proof of the time the loss was incurred on the stock 
alleged to be worthless was insufficient and disallowed 
the deduction, saying: 

Counsel for petitioner has cited to us many of our decisions 
where we have allowed loss prior to actual liquidation. In 
those cases we had definite information as to the assets and 
liabilities and surrounding and attendant circumstances justi- 
fied the holding that future operations or liquidation could not 
or would not alter the previously sustained loss—Royal Pack- 


ing Company v. Commissioner of Internal Revenue, 13 B. T. A. 
773, 780. 


In DeLoss v. Commissioner of Internal Revenue, 28 
Fed. (2d) 803, the Circuit Court of Appeals for the 
Second Circuit, decided that loss on stock is deductible 
when it becomes worthless and not in the year when 
sold for a nominal consideration. The corporation 
issuing the stock became insolvent and was voluntarily 
dissolved by its stockholders in 1920 when all assets 
but patents, patterns, tools and trade name of a cer- 
tain lamp were sold. These reserved assets were sold 
in 1922 for the nominal sum of $100.00. The taxpay- 
er sold some of the stock at a nominal price in 1920, 
deducting the loss in his return for that year. He 
sold the remainder of his stock in 1921 and claimed de- 
duction for that. The court interpreted the law to 
mean that a loss could be charged off only in the year 
when sustained. Petition for certiorari was denied by 
the Supreme Court on February 25, 1929. 

The Board in deciding that the stock was deductible 
in 1920, as affirmed by the Court, supra, said: 

Petitioner seeks to invoke, as a rule, the idea that a loss 
of the character of the one here in question may be taken only 
on sale of the securities, and by way of corollary, that the 
loss may be taken at date of such sale regardless of when, 
in fact, the securities became worthless. It is true that in the 
case of a decline in market value of securities, it has been 
held that the loss so sustained may not be taken in the ab- 
sence of a bona fide disposal of the securities, that is, the 
transaction must be a closed transaction. It may sometimes 


occur that in the absence of a sale, the worthlessness of the 
securities is a questionable proposition. We know of no case 
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where it has been held by this Board, or by any court, that 
if a petitioner presents proof so convincing as to render it 
practically demonstrable that securities held by him became 
worthless in a given year, he was refused deduction because 
he had not sold them. This Board in several cases has allowed 
the deduction under such conditions. Henry M. Jones v. Com- 
masstoner, 4 B. T. A. 1286. It therefore follows that if the 
proof shows stock became worthless in a given year, the 
deduction must be taken for that year and may not be taken 
for any other year.—Harry H. DeLoss, 6 B. T. A. 784, 787. 

Deduction from the return of stock of a corporation 
still in existence with some assets was disallowed in 
Appeal of Chicago Railway Equipment Company, 4 B. 
T. A. 452, 459. Stock brokerage firms had advised the 
taxpayer that the stock was worth not exceeding one 
dollar a share. 

Deduction was allowed as of 1921 of stock of a cor- 
poration which was insolvent and not able to realize 
on its assets in 1921 but liquidated in 1922—C. E. 
Conover Co.,7 B. T. A. 1234. 

In E. S. Lee v. Commissioner of Internal Revenue, 
decided by the Board of Tax Appeals on April 2, 1929, 
the question was whether the loss on account of the 
worthless stock was sustained in 1920 when the cor- 
poration disposed of one-third of its assets and the bal- 
ance of the assets would not have covered its outstand- 
ing debts or in 1921 when the balance of the assets 
were disposed of, and the fact of insolvency was con- 
clusively determined. The Board allowed the loss as 
of 1920, saying: 

The sustained loss and not his ascertainment is the statutory 


factor. Carl. Muller, 4 B. T. A. 169, 173; A. F. Osterloh, 13 
B. T. A. 713. 


Corporation Insolvent and in Receivership 


The Board allowed a deduction in a 1920 return of 
stock in a corporation proved to be insolvent and 
placed in the hands of a receiver during that year.— 
N. P. Christensen v. Commissioner of Internal Reve- 
nue, 7 B. T. A. 624. 

Corporation Insolvent but Receiver not Appointed 

Deduction of stock in 1922 was upheld by the Board 
in Jones v. Commissioner of Internal Revenue, 4 B. T. 
A. 1286. The trustee under the deed of trust reported 
in 1922 that the company issuing the stock did not have 
assets exceeding the bonds outstanding. The taxpayer 
was also of the opinion from his investigation of the 
financial affairs of the company that the stock was 
worthless in 1922. A receiver was not appointed for 
the company until 1924. 

The taxpayer after filing the 1921 return claimed 
as a deduction certain worthless bank stock, which 
claim was refused by the Commissioner of Internal 
Revenue. There was ample testimony proving that the 
bank, in which the stock was held, was hopelessly in- 
solvent at the end of 1921. A receiver of the bank 
was not appointed until 1923. The Board allowed that 
deduction as of 1921.—J. J. Melick, 6 B. T. A. 70. 


Stock of Insolvent Corporation Assigned without 
Consideration 


In Appeal of Farmers’ Hardware Company, 2 B. T. 
A. 90, the taxpayer, a corporation, had purchased stock 
of a box company for $1616 in cash. The box com- 
pany was reorganized in 1917 and the taxpayer re- 
ceived in exchange for its holdings stock having a par 
value of $700. The difference of $916 was deducted 
as a loss in the taxpayer’s 1917 return. The box com- 
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pany became insolvent in 1919, and the taxpayer 
charged off the stock on its books as worthless in the 
same year, deducting $700 in its tax return. In 1920, 
the taxpayer assigned its stock without consideration 
to persons interested in reorganizing the box company. 
The Board of Tax Appeals approved the determination 
of the Commissioner allowing the entire investment to 
be deducted from 1920 income and disallowing the 
deductions in 1917 and 1919. 


In Appeal of C. U. Connellee, 4 B. T. A. 359, de- 
duction for stock of a railroad, which was being con- 
structed, was allowed in the year that the stock was 
transferred to a party agreeing to complete the project 
and release the original stockholders of the further 
completion of the project, no other consideration being 
received. 


Stock Sold Subsequent to Year of Insolvency 


Stock of a company, which in 1921 had a deficit of 
$50,000 with an uncollectible account receivable of 
$60,000, was unable to sell its manufactured product and 
in which its stockholders refused in 1921 to invest more 
money at that time, was worthless as the company was 
insolvent and stockholders would have received noth- 
ing upon liquidation, and was properly deductible as 
worthless in computing the 1921 income tax, even 
though a buyer at a nominal price was found for the 
stock in 1922. Gilbert H. Pearsall v. Commissioner of 
Internal Revenue, 10 B. T. A. 467. The Board stated 
that the “fact that petitioner found some one in the 
following year who was willing to take a flyer on the 
stock at a nominal price does not change the situation 
or make the loss any the less definite and ascertained 
in the prior year.”—Id., 469. 


Shrinkage in Value of Stock 


Judgment was given for the Commissioner in Appeal 
of E. O. Walgren in denying the deduction in 1922 of 
half the par value of stock in a brewery, upon “the 
ground, first, that the stock was not sold or disposed 
of within the taxable year, and secondly, that the stat- 
ute does not permit the deduction of a loss based upon 
the decline of the value of property owned.”. 4 B. T. 
A. 1066, 1067. 


In Appeals of Arthur H. Leonard, Charles M. Leon- 
ard, and Fletcher L. Barrows, 4 B. T. A. 1221, de- 
duction was disallowed for shrinkage in value of stock 
owned by a partnership which was dissolving, as the 
“securities had not been sold or disposed of at Decem- 
ber 31, 1919, and the partnership had sustained no de- 
ductible loss in respect of them.”—Id., 1226. 


The Board disallowed a deduction for stock which 
had greatly depreciated in value or had become worth- 
less, because the transfer of the stock was not an actual 
bona fide sale. The taxpayer admitted that the transfer 
was made because he desired to deduct the stock from 
his return for 1921. To this the Board said: 

- If the transaction amounted to an actual sale of the stock, 
the admission by the taxpayer that it was consummated for 
the purpose of realizing a loss during that taxable year, in 
order that he might deduct the same in his income-tax return, 
is perfectly legitimate and sets forth an intention which is 
legal and which gives rise to no fraud or illegal intent. 

” A taxpayer is not entitled, under the statute, to take a loss 
merely because stock or securities during a taxable year shrink 
in value, unless the loss is actually realized by a sale or other 
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disposition of such property. It is perfectly legal-and proper 
for a taxpayer to sell such assets at a price representing their 
reduced value and thus to systain a deductible loss which is 
allowed him by the statute. United States v. Isham, 17 Wall 
496; Appeal of the Pennsylvania Co., etc., 2 B. T. A. 48; 
Appeal of Benjamin T. Britt, 2 B. T. A. 53; Appeal of Harold 
B. Clark, 2 . : A. 555.—Appeal of James S. McCandless, 
sant m& & & 


In Edward J. Slater, 13 B. T. A. 60, the corporation 
was continuing in business, had a considerable body 
of assets, and the taxpayer had not sold the stock 
which he desired to deduct. The Board said: 


The loss, if any, that the petitioner sustained was not deter- 
mined or ascertained in either of the taxable years.—Id., 61. 


The Board also said: 

The owner of corporate stock may deduct from his income 
for any taxable year losses that are sustained in the sale of 
such stock, or if there is no sale, by proof that the stock was 
worthless in such years. In Re Harrington, 1 Fed. (2d) 249; 
Appeal of Milton H. Bickley, 1 B. T. A. 544; Appeal of 
George W. Todd, 3 B. T. A. 327. Id., 61. 

Stock of Insolvent Mining or Oil Companies 

In Appeal of Thomas Thorkildsen, 2 B. T. A. 570, 
the taxpayer, an individual, had purchased in 1918 the 
entire capital stock of a corporation, whose only assets 
were three year leases of mining claims, for the pur- 
pose of mining manganese required for war purposes. 
After the signing of the Armistice on November 11, 
1918, the market for manganese ore ended. The cor- 
poration notified the taxpayer on April 3, 1919, that 
the lease was forfeited for non-compliance with its 
terms, and the taxpayer accepted the notice of for- 
feiture. The taxpayer filed a claim with the War 
Minerals Relief Commission about the middle of March, 
1919, for losses on stock. This claim was disallowed 
on March 29, 1920, being plainly without merit under 
the act giving relief. The Board of Tax Appeals de- 
cided that the deduction for stock was allowable in 
1919, saying: 

He was without right under the law and therefore should 
not be prejudiced from deducting his loss when it was sus- 
tained in 1919 by the fact that he had filed a claim without 
merit. He should not be compelled to await a certain adverse 
decision before claiming his deduction. Id., 578. 

When the taxpayer abandoned the lease and the lease was 
declared forfeited on April 3, 1919, the corporation ceased to 
do business and to have any assets or claim to any assets. It 
had nothing with which to do business or to give the stock 
any worth, and there could be no market for its sale. There- 
fore, during 1919, the taxpayer was left with certificates repre- 
senting 500,000 shares which had no value and no market. 
The stock became worthless during that year, and the taxpayer 
was entitled to deduct his loss thereon, unless there existed 
some claim upon which he could recover. 577. : 

Deduction of shares of oil stock was allowed in 1920 
in W. R. Ricks, 13 B. T. A. 1381, proof being made 
by a letter from the president of the oil company that 
the company had no assets except two leases, which 
proved to be worthless because the test well did not 
come in. The loss on stock of another corporation 


sold at less than the cost was also permitted to be 
deducted. 


Corporation Whose Assets Were Sequestered by a 
Belligerent Country 

The S. S. White Dental Manufacturing Company 
of Pennsylvania claimed deduction in 1918 of its in- 
vestment in the S. S. White Dental Manufacturing 
Company of Berlin, Germany, the investment being 
made up, as assumed by the court, of capital stock and 
open account. The sequestrator appointed by the Ger- 
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man Government took over the property and manage- 
ment of the German corporation in March, 1918, and 
relinquished such possession in March, 1920. The 
taxpayer had an investment in the German Company 
aggregating more than $130,000, but in 1922 its tangi- 
ble assets and lease sold for only $6,000, which latter 
sum was included in the taxpayer’s income tax return 
for 1922. The Mixed Claims Commission in 1924 
awarded the taxpayer $70,000, to be paid by Germany. 
The deduction of $130,000 in 1918 was disallowed by 
the Commissioner of Internal Revenue on the sole 
ground that the loss was not evidenced by a closed and 
completed transaction in 1918. In arriving at its deci- 
sion that the loss was properly deductible in 1918, 
upholding the lower court, 61 Ct. Cl. 118, the Court 
reviewed the law as follows: 

The statute obviously does not contemplate and the regu- 
lations (article 144) forbid the deduction of losses resulting 
from the mere fluctuation in value of property owned by the 
taxpayer. New York Ins. Co. v. Edwards, 271 U. S. 109, 116, 
cf. Miles v. Safe Deposit Co., 259 U. S. 247. But with equal 
certainty they do contemplate the deduction from gross income 
of losses, which are fixed by identifiable events, such as the 
sale of property (article 141, 144) or caused by its destruction 
or physical injury (article 141, 142, 143), or, in the case of 
debts, by the occurrence of such events as prevent their col- 
lection (Article 151). United States v. S. S. White Dental 
Manufacturing Company of Pennsylvania, 274 U. S. 398, 401. 
After stating that sequestration of property by a 
belligerent left the corporation without right to demand 
its release or compensation for its seizure, the Court 
said that legal action upon its open accounts against 
such a corporation would have been fruitless, that the 
stock was as worthless as the obligations, and came to 
the conclusion that the transaction causing the loss was 
completed upon seizure, laying down the following law: 

The quoted regulations, consistently with the statute, con- 
template that a loss may become complete enough for deduc- 
tion without the taxpayer’s establishing that there is not possi- 
bility of an eventual recoupment. It would require a high 
degree of optimism to discern in the seizure of enemy prop- 
erty by the German Government in 1918 more than a remote 
hope of ultimate salvage from the wreck of war. The taxing 


act does not require the taxpayer to be an incorrigible opti- 
mist.—Id., 402-3. 


Proof of Worthlessness of Stock 

Worthless stock was not deductible in Haney v. 
Commissioner of Internal Revenue, 5 B. T. A. 1039, 
because the evidence to establish the loss was indefinite. 
The Board believed that a loss was sustained, but, as 
there were no records of the cost of the stock pro- 
duced at the hearing and the taxpayer testified that he 
had paid at least par value for the stock and had in- 
vested four to five thousand dollars more in the acqui- 
sition, and that he gave a part of the stock to his fam- 
ily, the Board could not determine the loss, as the cost 
or the total purchase price was not proved and there 
was no way of telling how many shares of stock had 
been given away. 

Deduction of stock alleged to be worthless was 
denied because of lack of satisfactory evidence in 
Holeproof Hosiery Company v. Commissioner of In- 
ternal Revenue, 11 B. T. A. 547. The proof consisted 
of information from an undisclosed source that the 
company was insolvent. The Board said: 


An alleged loss of this kind must be supported by facts 
which show that it was in fact sustained and is not estab- 
lished by the mere showing that the petitioner heard a rumor 
(Continued on page 248) 
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| Depreciation Allowances to. Lessees 


By Cuar_Les A. RoBerts* 


Early in the history of the Board of Tax Appeals important rules relative to deductions from gross income for 
reserves against anticipated liabilities of lessees were established by the decision in the Appeal of William J. 


Ostheimer, 1 B. T. A. 18, that are still in force. 


This discussion is an abridgement of a com- 


mentary on the Ostheimer decision, contained in a citator-manual of the decisions of the Board 
of Tax Appeals, which is now in course of preparation by Mr. Roberts.—Editor. 


HE taxpayer, Ostheimer, conducted a restaurant 

and bar, using furniture and other equipment 

leased to him by the Arcadia Cafe Company un- 
der a lease renewable so long as he should have a 
license to sell wines and liquors on the premises. The 
lease contained a provision that on its expiration the 
taxpayer- must redeliver the equipment in as good 
condition as when he received it. 

In 1918 the taxpayer, who kept his books on an 
accrual basis, began setting up reserves to meet his 
obligations under this provision, pro- 
hibition legislation having reached 
such a stage that a termination of 
his license and of the lease “at some 
time within the near future” “be- 
came reasonably certain” to occur. 
Prohibition becoming effective before 
the end of his fiscal year, September 
30, 1919, the taxpayer was unable to 
renew his license thereafter. The 
lease was eventually terminated Jan- 
uary 31, 1920, and the taxpayer then 
paid the lessor a sum in satisfaction 
of his liability to the lessor. 


The Commissioner disallowed as 
deductions the reserves so set up, 
although conceding that they were 
correct in amount if it should be 
held that the taxpayer was entitled 
to a deduction for wear and tear and 
exhaustion of the leased property. 
The Commissioner allowed as deduc- 
tions, however, the amounts actually 
paid out to maintain and restore theproperty. 

The determination of the Commissioner was ap- 
proved by the Board of Tax Appeals, with rulings in 
the opinion as follows: 


(1) That a lessee of chattels who is bound to main- 
tain them and ultimately restore them to the lessor in 
as good condition as at the commencement of the lease, 
is not entitled to a deduction for depreciation (exhaus- 
tion, wear and tear) of the chattels, the statutory de- 
duction for depreciation being designed merely to al- 
low a return to the taxpayer of his capital invested in 
the business before subjecting his earnings therefrom to 
tax. (Cf. Appeal of General Equipment Co., 2 B. T. A. 
at 811). 


_ (2) That to justify deduction of an unpaid expense 
item, even on “the accrual basis,” “a liability must ac- 
tually be incurred in the taxable year.” 


(3) That reserves are not allowable deductions from 





*Of the New York Bar. 





CHARLES A. ROBERTS 


221 


gross income unless specifically provided for by statute. 
(Cf. Appeal of M.I. Stewart & Co., 2 B. T. A. at 739, 
and Appeal of Gude Brothers, Kieffer Co., 2 B. T. A. 
at 1030). ; 

(4) That a contingent reserve set up to meet a pos- 
sible liability is not a proper deduction from gross in- 
come. (Cf. P. L. Mann v. Commissioner, 8 B. T. A. 
at 224). 

These rulings have been repeated in many later 
decisions of the Board. 

The Ostheimer decision was fol- 
lowed as to disallowance of depre- 
ciaton to lessees, in Appeal of The 
Brevoort Hotel Company (1924), 1 
B. T. A. 132, 135 (Fiscal year 
1919). 


The hotel company was lessee for 
99 years of a hotel building and 
equipment, with the land on which 
the building stood, in Chicago. The 
building had a stipulated 40-year 
life, and the equipment a stipulated 
20-year life. The rental was $30,000 
annually. 


The Board held that although the 
lease was at a high rent for a term 
59 years beyond the useful life of 
the building and 79 years beyond the 
useful life of the equipment, yet the 
lessee was not entitled to a deduction 
for depreciation, because the lessee 
had made no capital investment in the 
property and had no legal obligation 
to rebuild or to return the premises to the lessor with a 
building thereon. 

No such obligation in the lease was found by the 
Board, although the lease provided that in case of 
‘loss or damage to the building” the lessee would “‘re- 
pair or rebuild the same or erect a new building.” 

The opinion says (p. 137): 

We are not now deciding the best or most scientific 
principle of accounting or whether the setting up of a 
reserve to provide for future expenditures which may rea- 
sonably be foreseen is wise. * * * 

It must always be kept in mind that we are applying an 
income tax law and to that end are seeking to determine 
this company’s net income as the measure of its just share 
of the general tax burden. 

In Belt Railway Company of Chicago v. Commis- 
sioner (1927), 9 B. T. A. 304, 310, the Board held 
that a lessee of railway equipment under a 50-year 
lease, although bound to make replacements when 
needed, was not entitled to set up a reserve for wear, 
tear and exhaustion of the equipment. Citing also 
Wiener v. Weiss (D. C., N. D. Ohio E. D. 1926), 17 
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Fed. (2d) 650, which has subsequently been affirmed in 
Weiss v. Wiener (April 22, 1929), C. C. H. Standard 
Federal Tax Service D-9192, 49 Sup. Ct. 337, re- 
versing (C. C. A. 6, 1928), C. C. H. Service D-8319, 
27 Fed. (2d) 200. 

In Ohio-Clover Leaf Dairy Co. v. Commissioner 
(1928), 13 B. T. A. 1320, 1330, 1331 (Years 1922, 
1923) depreciation was disallowed to lessee in respect 
of leased property, and the Board refused to follow 
the Circuit Court of Appeals decision in Wiener v. 
Weiss, supra. 

In Weiss v. Wiener, supra, the Supreme Court has 
recently sustained in principle the Board’s actual deci- 
sion in the Ostheimer case. Wiener was lessee under 
99-year leases, renewable forever, whereby he under- 
took to keep the leased buildings “up to their present 
condition” and to pay rent even if the buildings were 
destroyed. In a carefully reasoned opinion which had 
seemed conclusive, the Circuit Court of Appeals for 
the Sixth Circuit had upheld Wiener’s claim for de- 
preciation on the leased buildings (27 F. (2d) 200). 
In reversing that decision the Supreme Court said 
(49 Sup. Ct. 337, 338) : 

“The income tax laws do not profess to embody perfect 
economic theory. They ignore some things that either a 
theorist or a business man would take into account in deter- 
mining the pecuniary condition of the taxpayer. * * * It is 
true that they allow for obsolescence of buildings, etc., * * * 
but there as elsewhere the loss must be actual and present, 
not merely contemplated as more or less sure to occur in the 
future. If the taxpayer owns the property the loss actually 


has taken place. But with Wiener it had not, and it might 
never fall on him * * *, 


‘“* * * it is not enough that he has made a contract that 
very possibly may not be carried out to replace that capital 
at some future time. * * * such a contract is not enough to 
cause the lessee a present loss by wear and tear * * *. Of 
course he must show an interest in the property and a present 
loss to him to make the statute apply. 

“* * * the wear and tear of a house or shop in any given 
year may be only recognizable by theory and, as has hap- 
pened in this case, may cost the lessee nothing while the 
premises are in his hands. 


‘“* * * The Act of Congress has its own criteria, irrespective 
of local law, that look to certain rather severe tests of liability 
and exemption and that do not allow the deductions demanded 
* * * We understand this to be the view taken by the De- 
partment for a long time and we are of opinion that it should 
not be disturbed.” 

The Supreme Court having spoken, the immediate 
question involved in Weiss v. Wiener must be re- 
garded as settled. The reasoning of the opinion, how- 
ever, seems to involve a confusion of thought between 
the statutory provisions allowing deductions for “losses 
sustained” and for a “reasonable allowance” for de- 
preciation. 

Aside from two cases distinguished, the only deci- 
sion cited by the Court is U. S. v. White Dental Co. 
(1927), 274 U. S. 398, 401, where a taxpayer was 
allowed to deduct for a “loss sustained” through the 
sequestration of its property in Germany by the Ger- 
man Government. At 274 U. S. 401, the Court said 
arguendo that the statute does not contemplate deduc- 
tion of losses from mere fluctuation in value of prop- 
erty, but does contemplate the deduction of “losses, 
which are fixed by identifiable events, such as sale of 
property,” citing New York Life Insurance Co. v. Ed- 
wards (1926), 271 U. S. 109, 116. In the latter case a 
taxpayer which had purchased bonds at a premium was 
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not allowed to amortize the premiums because such 
amortization would not represent a loss “actually sus- 
tained within the year.” In the Edwards case the Court 
said (p. 116): 

“Obviously no actual ascertainable loss had occurred. All 
of the securities might have been sold thereafter above cost.” 

In thus confusing “losses sustained” and the allow- 
ance for depreciation reserves, the argument in the 
Wiener case overshoots the mark, for the reasoning 
of the Edwards case, if applicable to depreciation al- 
lowances, would deny such allowances to owners as 
well as to lessees. The clause which permits deduc- 
tion of a reasonable allowance for depreciation would 
be pure duplication if such allowance could be made 
only on proof of a “loss sustained.” 


The Wiener opinion seems to concede, at least for 
purposes of argument, that “either a theorist or a busi- 
ness man would take into account” the deductions 
claimed, yet aside from the White Dental case the Court 
gives no citations for its reference to statutory “criteria 
* * * that look to certain rather severe tests” and “do 
not allow the deductions demanded,” or for the propo- 
sition that a depreciation allowance must represent an 
actual “present loss’’ rather than a replacement reserve. 
The opinion is silent on the statutory requirement that 
net income shall be computed in accordance with the 
taxpayer’s method of accounting regularly employed, 
and the statutory test for depreciation allowances (that 
they shall be “reasonable”) is hardly mentioried. 


Under the circumstances it is reasonable to indulge 
the hope that the doctrines of Weiss v. Wiener will 
be narrowly limited in later cases. At all events this 
decision should not preclude a consideration of the 
wider implications of the Ostheimer decision with 
reference to accounting methods. 

Reserves and Methods of Accounting 

The Ostheimer decision is an extension of the well- 
recognized and necessary rule that taxable income 
cannot be diminished by arbitrary and purely precau- 
tionary reserves for possible future losses. Although 
in the light of Wiener case the actual decision of the 
Ostheimer case must be considered correct in law, yet 
the intimations of these cases, adverse to the use of 
reserves, seem altogether too broad. 

Historically this rigid rejection of reserves is an 
outgrowth of the emphasis placed on the so-called 
“cash receipts and disbursements basis” of accounting 
in revenue acts prior to the 1918 Act. See the instruc- 
tive briefs summarized in U. S. v. Anderson. (cited 
below) at 269 U. S. 423-434. Cf. Aluminum Castings 
Co. v. Routzahn (D. C., N. D. Ohio E. D. 1927), 24 
Fed. (2d) 230. 

The only case cited in the Ostheimer opinion is Ed. 
Schuster & Co., Inc. v. Williams (C. C. A. 7, 1922), 
283 Fed. 115, which in turn cites only U. S. v. Wood- 
ward (1921), 256 U. S. 632, 41 Sup. Ct. 615. Neither 
of these cases is directly in point. 

The Schuster case held that in an amended return 
of income for 1918 the taxpayer could not deduct a 
reserve for a tax imposed on its 1918 income by a 
Wisconsin law enacted in July, 1919, which did not 
become effective until ratified by popular vote in 
October, 1919. The Woodward case held that a Fed- 
eral estate tax was deductible by executors in com- 
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puting taxable income of the estate, and intimated 
that a tax does not “accrue” until it becomes “due.” In 
the Ostheimer case the obligation appeared on the face 
of the lease, the necessity of meeting it by payment 
in the near future had become reasonably certain in 
1918, and the deductions claimed were concededly cor- 
rect as to amount. 


Moreover, the doctrine of the Woodward case as 
to accruals was severely limited, if not overruled, in 
U.S. v. Anderson (1926), 269 U. S. 422, 442, 46 Sup. 
Ct. 131, 134. Speaking of the question as to when a 
tax liability accrues, the opinion in the Anderson case 
says of the Woodward case: 

The question which we now have to determine was not 
raised, considered or decided in that case. 

It should be noted that the Anderson decision was 
not rendered until after the Ostheimer decision. 


The Ostheimer opinion argues that if reserves had 
been deductible under the 1918 Act it would not have 
been necessary to make specific provision for deduc- 
tion of reserves for reinsurance and (in the 1921 Act) 
for bad debts. As to insurance companies the answer 
is that the provision for their reserves originated in 
the 1909 Act, under which the accrual method of ac- 
counting was not otherwise permitted. McCoach v. 
Insurance Co. (1917), 244 U. S. 585, 37 Sup. Ct. 709. 
The provision in Section 214 (a)(7) of the 1921 Act 
for deduction of reserves for bad debts, was neces- 
sitated by the unduly narrow construction placed by 
the Treasury Department on Section 13 (d) of the 
1916 Act, in the closing paragraph of T. D. 2433 
(1917). Cf. Montgomery, Income Tax Procedure 
(1918), p. 339; (1919), pp. 527-531, citing Little 
Miami R. R. v. U. S. (1883), 108 U. S. 277. 


Section 214 of the 1918 Act does not in terms pro- 
hibit deductions other than those which Section 214 
provides “shall be allowed.” On the contrary, Section 
212 (b) provides that “net income shall be computed 
* * * in accordance with the method of accounting 
regularly employed in keeping the books of [the] tax- 
payer” unless such method “does not clearly reflect the 
income.” 


Substantially the same language in the 1916 Act was 
intended “to enable taxpayers to keep their books and 
make their returns according to scientific accounting 
principles, by charging against income earned during 
the taxable period, the expenses incurred in and prop- 
erly attributable to the process of earning income dur- 
ing that period.” U.S. v. Anderson, supra. 


A statement of the taxpayer Ostheimer’s income 
without provision for the reserves in question would 
appear to violate “scientific accounting principles.” If 
presented to a bank as a basis for credit, such a state- 
ment would have been little short of fraudulent. Cf. 
Montgomery, Income Tax Procedure (1918), p. 337. 
(Cf., however, Ewing-Thomas Converting Co. v. Mc- 
Caughn [D. C., E. D. Pa. 1928], 30 F. (2d) 166, 168 
[Year 1919], sustaining 1 B. T. A. 121.) Even the 
Ostheimer opinion recognizes that “it might have been 
sound business practice” for the taxpayer to set up 
the reserves claimed as deductions (1 B. T. A. at 21). 


There are in fact as many methods of accounting 
as there are different lines of business. One might al- 











THE NATIONAL INCOME TAX MAGAZINE 223 


most say that there are as many methods as there are 
taxpayers. Instead of requiring taxpayers generally 
to restate their accounts in some theoretical manner, 
Congress chose the practical course of measuring every 
taxpayer’s income by his own book figures unless they 
did not “clearly reflect the income.” 


That the Revenue Acts permit more than two meth- 
ods of keeping accounts and making returns was recog- 
nized in Great Northern Railway Co. v. Commissioner 


(1927), 8 B. T. A. 225, 268 (Years 1917-1919), where 
the Board said: 


The statute does not lay down two alternative bases for 
keeping accounts and making returns of income. It simply 
provides that a corporation keeping accounts upon any 
basis other than that of actual receipts and disbursements 
may, subject to regulations, make its returns upon the 
basis upon which its books are kept “unless such other 
basis does not clearly reflect its income.” We are not 
therefore primarily concerned with whether the classifica- 
tion of accounts of steam railroads laid down by the Inter- 
state Commerce Commission is an accrual system of ac- 
counting or some other system. The only question before 


us is whether the system reflects the income of the 
petitioner. 


Similarly in Robert P. Hyams Coal Co., Inc., v. U. S., 
D. C., E. D. La. 1928, 26 F. (2d) 805, 809-810, 
(which reversed, in effect and as to certain issues, the 
decision in Appeal of Robert P. Hyams Coal Co. 
(Ltd.) (1924), 1 B. T. A. 217), the Court sanctioned 
“rather a mixed method of bookkeeping,” which “was 
not strictly speaking on an accrual basis,” and said 
that the portion of Section 212 (b) which requires 
such accounting methods as will “clearly reflect the 
income,” “seems unfortunately to have been too much 
ignored.” See also Marlin Grocery Co. v. Commr. 
(1929), 15 B. T. A. 1080 (Year 1921). 


It is difficult to reconcile the Ostheimer decision with 
Appeal of Producers Fuel Co. (1924), 1 B. T. A. 202, 
206, as interpreted in 1 B. T. A. at 1250, holding that 
an ‘“‘admitted liability” for damages for breach of con- 
tract may be deducted, although the amount of the lia- 


bility was not “definitely ascertained” in the taxable 
year. 


The only unknown facts in the Ostheimer case, at 
the end of each taxable year, were the exact date when 
the lease would terminate and the exact amount of 
depreciation to be made good. Both of these facts 
were rendered unimportant by the Commissioner’s con- 
cession (1 B. T. A. at 20) that the amounts claimed 
were correct if allowable as a deduction for wear and 
tear and exhaustion. Under such circumstances it 
would seem, but for the decision in the Wiener case, 
that the deduction should have been allowed. 


The ultimate effect of such decisions as these is to 
necessitate piece-meal amendments of the law. Cf. 1928 
Act, Section 23 (k) and (1) and 1926 Act, Section 
214 (a) (8) and (9) and Section 234 (a) (8), re- 
garding treatment of depreciation and depletion in cases 
of trustees, life tenants and remaindermen, and deple- 
tion in respect of leased mines, etc. 








Dubious Community Property Rights 
Under Federal Revenue Laws 


By Ratpepy W. SmitH* 


ALIFORNIA taxpayers were just prior to March 
te 15, 1929 quieted and lulled to sleep by an an- 

nouncement from the offices of the local Col- 
lectors of Internal Revenue that husband and wife 
receiving community income would be permitted to 
divide the same and each report one-half thereof on 
separate income-tax returns. The opinion prevailed 
among the laity, at least throughout the State, that with 
the rewriting of the California community property law 
victory had at last been achieved in the hard fight ex- 
tending over nearly a decade. Local newspapers gen- 
erally proclaimed the fact that in the future separate 
income tax returns might be made by ~ 
Californians without further ques- 
tion, a privilege that had been enjoyed 
by the residents of the seven other 
community property states for a 
number of years past. 

Californians are now, however, re- 
minded of the incident where a 
father was holding his thumb on a 
leak in a water pipe in his home. His 
son remarked: “Father, you can take 


your thumb off the leak now.” 
“Thank Heavens,” the father replied, 
“is the plumber here at last?” “No,” 


replied the son, “the house is on fire.”’ 
The taxpayers of the State are now 
suddenly awakened to find the com- 
munity property situation still aflame 
with the Commissioner of Internal 
Revenue reopening the whole ques- 
tion as to the proper method of re- 
porting community income in all of 
the eight community property States, 
and directing that test cases towards 
the final adjudication of the controversial community 
property tax problem in each of the States having com- 
munity property laws be instituted, thereby definitely 
setting at rest through judicial interpretation of the 
various State statutes the rights of the marital com- 
munity in its relation to the Federal revenue laws. 
Commissioner’s Mimeograph No. 3723 

Wisdom is evidenced by the Commissioner of 
Internal Revenue in the issuance of Mimeograph 
No. 3723 to secure an adjudication of the laws of 
each of the community property states to determine 
the exact status of the interest of the husband and 
wife in the community property and income there- 
from in each State under the present statutory law 
of such States. 

To some it would seem that the further adjudica- 
tion of this question would be unnecessary, par- 
ticularly in respect to the States of Arizona, Idaho, 
New Mexico, Nevada and Washington, under the 
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laws of which States the wife’s interest in the com- 
munity property is present, fixed and vested during 
the marital partnership; this, because the highest 
courts of these States have said that the legal and 
equitable title to all community property is vested 
equally in the husband and wife, a theory of co- 
proprietorship under which the spouses constitute 
an entity of ownership and control. The commu- 
nity ownership of property in these States is likened 
to that of a business partnership between two indi- 
viduals, based upon a written indenture. The 
written indenture which gives to the husband and 
wife joint and equal rights and in- 
terest in the foregoing States is the 
statutory provisions of the com- 
munity property laws of these 
States. Although the Commis- 
sioner questions whether commu- 
nity property income is divisible 
in any of the community property 
States, it cannot be seriously con- 
tended that a written business 
compact between two individuals, 
under which divisibility of income 
is recognized, is more solemn or 
entitled to greater recognition in 
the application of the revenue laws 
than is the equal community stat- 
utory tenure of husband and wife 
in the five States mentioned above. 

For example, the vested nature 
of the community property in each 
of the spouses is so present and 
permanent under the laws of the 
State of Washington as to cause 
the Circuit Court of Appeals for 
the Ninth Circuit on May 2, 1929, in the case of Rucker 
v. Blair (reversing the Board of Tax Appeals), to hold 
that a husband and wife could each report one-half of 
the income accruing to the husband by reason of his 
interest, with others, in a co-partnership; this, because 
the wife became the absolute owner of one-half of such 
income the instant it accrued to her husband under the 
community property laws of the State of Washington. 
Further, the United States Supreme Court in a well- 
considered opinion in relation to the community prop- 
erty laws of New Mexico concluded that the wife’s 
interest was equal to that of the husband during cov- 
erture and stood upon just as substantial and firm a 
basis as his claim to the property acquired after mar- 
riage by reason of their joint and mutual efforts and 
cooperation. 

Why should not this be the rule, the wife in the 
kitchen and caring for the children and the husband in 
the accounting room, each rendering an equal in- 
dispensable service to the community? In the accu- 
mulation of property, the labors of neither should be 
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subject to the hazard of defeat by the act of either. 
Merit exists in this system when analyzed in relation 
to the marital property law of other states where dower 
is in vogue and where a husband may during life or by 
will dispose of the common personal property, thus 
wholly defeating mayhap a lifetime of labor on the part 
of a wife. 

Under the community property system the husband 
cannot give away or dispose of other than for a valu- 
able consideration more than his one-half of the com- 
munity property and at death he cannot dispose by his 
will of more than one-half of the community real and 
personal property. People of the States of the great 
Southwest and the Pacific Coast, in which the com- 
munity property system is as old as their constitutions, 
feel that the government should determine tax responsi- 
bility in accordance with title and, although a very sub- 
stantial saving in income tax will inure to these favored 
States (in instances of net earned income of 
$100,000.00 or more, the saving will be upward of 
40%), nevertheless this inequality is occasioned only 
because these States are willing to give to their woman- 
hood greater recognition and more security in the fruits 
of their labors. It is unfair to measure the laws of 
these States by the same yard stick as those of the 
States which have adopted the common law. If the 
States east of the Rockies wish these desirable fiscal 
benefits, let them give to the wives of their citizens the 
same rights and protection in their marital properties 
with the incident burdens attendant upon property 
transfers that the wife enjoys in the States which have 
taken their law from the Spaniards. 


Legal Ownership—The Test of Income Tax 
Liability 
The Supreme Court in its decision in the case of 
United States v. Robbins, 269 U. S. 315, determined 
that a California wife as regards community property 
acquired prior to the amendments to our codes of 1923 
et seq., had but an expectant interest or a beneficial 
ownership in such community property and income as 
distinguished from legal ownership and, by inference 


at least, determined that legal ownership is the proper 
test of tax responsibility. ; 

The California legislature has, by Section 1401 of 
the Civil Code, given to the wife the privilege of testa- 
mentary disposition of one-half of the community prop- 
erty acquired since 1923 (see McKay v. Lauriston, 76 
Cal. Dec. 114), and in Section 161(a) C.C., effective 
July 29, 1927, the interest of the spouses is made equal 
in the community property thereafter acquired. 

It is therefore definitely settled that a California wife 
has as great an interest under the present statutory laws 
as has a wife in any of the other community property 
commonwealths. 

The United States Supreme Court in the case of 
Arnett v. Reade, 220 U. S. 311, made an independent 
analysis of the statutes of New Mexico affecting com- 
munity property, and concluded that the husband is not, 
by reason of his authority to manage and control the 
property, the owner thereof; that “it is very plain that 
the wife has a greater interest than the mere possibility 
of an expectant heir ;” that the husband cannot alienate 
the property in fraud of his wife; and that regardless 
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of what might be said concerning dower rights, it would 
take more than a court decision to “put an end to her 
interest without compensation consistently with the 
Constitution of the United States.” 

Since, therefore, a California wife is no more de- 
pendent upon the bounty of her husband in securing 
to herself her moiety of community endeavor, and since 
it is settled that her interest is vested and guaranteed 
to her in a constitutional sense to the extent that she 
may not be deprived of it without just compensation 
commensurate with requirements of the Federal Con- 
stitution, if the basis of determining income tax re- 
sponsibility realized from property is to continue. to be 
ownership of the corpus, then it must follow that the 
conclusion of the court in Arnett v. Reade will be un- 
changed in authorizing a divisibility of community 
income. ‘fmy 

In the various jurisdictions where the community 
system of property has been adopted, although the 
wife’s interest is on a parity with that of the husband, 
he is the agent of the community and is entitled to the 
possession and control thereof except in cases of his 
incapacity or under the sole trader provisions of the 
law. We are mindful that Mr. Justice Holmes, in the 
case of U. S. v. Robbins, had inferred by dictum that 
by reason of the husband’s statutory titular authority 
over the community, he and he alone might be held 
responsible for the tax. The decision of the office of 
the Honorable Commissioner of Internal Revenue to 
litigate the contentions of community taxpayers to a 
final determination will present to our highest court 
the seeming inconsistency of decision in the cases of 
U. S. v. Robbins and Arnett v. Reade. 


The Federal Estate Tax Controversy 


It will be remembered that the Robbins case 
arose out of an income tax controversy, and should 
the dictum there employed by Mr. Justice Holmes 
in effect that “Even if we are wrong as to the laws 
of California and assume that the wife had an inter- 
est in the community income that Congress could 
tax if so minded, it does not follow that Congress 
could not tax the husband for the whole,” since he 
alone has the disposition of the funds, be accepted 
finally as law, thereby bringing about uniformity 
throughout the United States in relation to income 
accruing to property acquired by husband and wife 
after marriage, making the husband responsible 
solely for the tax, then the query is presented, what 
are the rights of a widow in the community prop- 
erty under the Federal Estate Tax Act where the 
law gives to her a present, fixed and vested right as 
co-proprietor with her husband during his life? 
Can she be subjected to Federal estate tax on her 
own property or to the extent of her interest 
therein? Can it be said the fair market value of a 
piece of community real property passing in a hus- 
band’s estate is the full value thereof where the laws 
of the State make void any transfer by such hus- 
band of more than one-half thereof without the wife 
joining in the deed? During life the realizable 
value by the husband singly was one-half of the 


market of the real property ; how can death increase 
his estate? 


(Continued on page 246) . 


































































































































































































HERE are now two kinds of Ownership Cer- 
tificates in use: (a) Form 1000 (white) used by 
citizens or resident individuals, fiduciaries and 

partnerships in connection with interest on bonds of 
domestic or resident corporations containing the tax 
free covenant; (b) Form 1001 (green) for use by non- 
resident aliens, foreign partnerships or corporations in 
connection with interest on bonds of a domestic or 
resident corporation. 


Definitions 


A domestic corporation is one or- 
ganized or created in the United 
States, including the States, the Ter- 
ritories of Alaska and Hawaii, and 
the District of Columbia, or under 
the law of the United States or of 
any State or Territory. 

A foreign corporation or partner- 
ship is one which is not domestic. 

A non-resident alien is an individ- 
ual who does not reside in the United 
States and who is not a citizen of the 
United States. 

The word “fiduciary” is applied to 
persons who occupy positions of 
peculiar confidence towards others, 
—such as trustees, executors, admin- 
istrators and guardians. 

A paying agent may be the com- 
pany itself, some bank or an invest- 
ment house. It is the one with whom 
the deposit is made for paying cou- 
pons on the bonds as the same mature semi-annually. 

The withholding agent is the one who deducts and 
withholds the taxes paid at the source. There may be 
several paying agents but there is only one withholding 
agent. It forwards to the Sorting Section of the In- 
ternal Revenue Department the various Ownership 
Certificates which have been detached from coupons 
and also makes the monthly and annual returns re- 
quired on each issue as to the income tax which is 
payable at the source. 


When Does a Bond Contain a Tax Free Covenant? 


Under Section 144 (a) (1), Revenue Act of 1928, 
a bond or mortgage contains a tax free covenant if 
there is in the same a provision by which the obligor 
agrees to pay either—(a) any portion of the tax 
imposed by the income tax sections of the revenue act 
(Title I); or, (b) to reimburse the obligee for any 
portion of the tax; or, (c) to pay the interest without 
deduction for any tax which the obligor may be re- 
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quired or permitted to pay thereon, or to retain there- 
from under any law of the United States. 

For instance, the following covenant contained in 
the bonds of a well known public utility company, 
offered t othe public in 1927, is construed to be a tax 
free covenant under the section just opened. 

So far as may be lawful, the interest shall be paid without 
deduction for any tax or taxes upon the income of the holder 
hereof (except such portion of any income 
tax with respect to income derived from 
such interest as shall be in excess of two 
per centum) which the Company or the 
Trustee, or any one acting in behalf of 
them or either of them, may be required or 
permitted to pay on or to deduct from such 
interest under or by reason of the present 
or any future income tax law of the United 
States. 

The circular of the bond invest- 
ment house describing the issue sets 
forth briefly the terms of this cove- 
nant as follows: ' 

Interest at the rate of 4% per cent per 
annum will be payable semi-annually Jan- 
uary 1 and July 1 in Chicago or New York 
without deduction for Federal Income 
Taxes, now or hereafter deductible at the 
source not in excess of 2 per cent. 


Meaning of Payment of Interest 
Without Deduction for 
Income Taxes 


The sixteenth amendment to the 
United States Constitution giving to 
Congress the power “to lay and col- 
lect taxes on incomes, from whatever 
source derived, without. apportionment among the sev- 
eral states, and without regard to any census or enumer- 
ation” was ratified by the necessary number of states 
February 25, 1913. The first United States Income Tax 
Act after the amendment was approved October 3, 1913. 
In paragraph E of this Act there was copied certain 
provisions of the British Income Tax Acts in refer- 
ence to collection of the tax at the source. These provi- 
sions, in a modified form, have found expression in all 
subsequent United States Income Tax Acts, including 
the Revenue Act of 1928. 


Under the British system there is an actual deduction 
of the tax. For instance, on the payment of $25 due 
to a stockholder as a dividend, if the tax is 2 per cent 
there is deducted 50c, the stockholder receiving $24.50, 
and the withholding corporation paying the 50c to the 
Department of Inland Revenue. 

As related to the payment of coupons detached from 
bonds containing the tax free covenant the transaction 
in the United States is worked out substantially in the 
following manner: When a coupon of such a bond is 
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presented for collection, the paying agent will deliver 
to the owner, or to his agent, $24.50, and as the agree- 
ment on the part of the issuing corporation is to pay the 
interest without the deduction of the tax, there will 
be paid also to the owner the additional 50c. In other 
words, the bond owner receives the full face value of 
his coupon; and the issuing corporation, or its agent, 
will remit the amount technically withheld at the source, 
as here explained, to the Treasury Department. 


Domestic Corporations Not Entitled to Have Tax 
Paid at the Source for Them 


Section 144 (a) (1) provides where a bond or 
mortgage contains the tax free covenant “the obligor 
shall deduct and withhold a tax equal to 2 per centum 
of the interest upon such bonds whether such interest 
is payable annually or at shorter or longer periods, 
if payable to an individual, a partnership, or a foreign 
corporation not engaged in trade or business with the 
United States and not having any office or place of 
business therein.” 

It will be seen that domestic corporations are not 
included in this last phrase; hence no Ownership Cer- 
tificates are required when bonds containing the tax free 
covenant are owned by domestic corporations such as 
banks, insurance companies, public utility, industrial 
and other corporations. There being no tax withheld 
or paid at the source for them, such corporations are 
not permitted, in making up their annual Federal in- 
come tax returns, to deduct any amount as tax paid at 
the source. Customarily, bonds or mortgages do not 
contain a covenant to refund Federal income taxes and 
so in such cases no refund is made to the corporations 
owning the bonds. 


Individuals Not Subject to Tax 


Section 144 (a) (2) provides as follows: 

Such deduction and withholding shall not be required in the 
case of a citizen or resident entitled to receive such interest, if 
he files with the withholding agent on or before February 1 


a signed notice in writing claiming the benefit of the credits 
provided in section 25 (c) and (d). 


Section 25 (c) allows the personal exemption of 
$1,500 to a single person and $3,500 to husband and 
wife. Subdivision (d) allows $400 for each dependent. 
Where the investor’s income subject to the normal tax 
does not exceed the personal exemption to which he or 
she is entitled, the amount of the coupon presented for 
payment should be entered on Ownership Certificate 
Form 1000 as belonging to bond owners known as 
Class 1 where no tax is to be paid by the corporation. 


1%4 Per Cent Withholding 


Section 144 (a) (3) has the following provision: 

Such deduction and withholding shall be at the rate of 1% 
per centum instead of at the rate of 2 per centum in the case 
of a citizen or resident entitled to receive such interest if 
he files with the withholding agent on or before February 1 
a signed notice in writing that his net income in excess of the 
credits against net income provided in section 25 does not 
exceed $4,000. ; 

Where the income subject to normal tax exceeds 
the personal exemption and credit for dependents to 
which the investor is entitled but does not exceed 
$4,000 above such credits the amount of the coupons 
presented for payment on a particular issue should be 
entered as belonging to bond owners known as Class 2 
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(Form 1000) where 1% per cent is to be paid by the 
issuing corporation. 
2 Per Cent Withholding 

Where the income of the investor subject to. the 
normal tax exceeds $4,000 above the personal exemp- 
tion and credit for dependents the amount of the cou- 
pons should be entered in class 3 (Form 1000). 

Non-Resident Aliens and Foreign Corporations 

Section 144'(a) (1) has this provision: 

If the liability assumed by the obligor does not exceed 2 per 
centum of the interest, then the deduction and withholding shall, 


after the date of the enactment of this Act, be at the following 
rates: 


(A) 5 per centum in the case of a non-resident. alien 
individual, or of any partnership not engaged in trade or 
business within the United States and not having any office 
or place of business therein and composed in whole or in part 
of non-resident aliens. 


(B) 12 per centum in the case of such a foreign corpo- 
ration. 


Non-resident aliens and foreign corporations use 
Form 1001. This is required as to coupons detached 
from bonds of United States companies whether the 
bond is with or without the tax free covenant. Coupons 
detached. from bonds containing the tax free covenant 
presented for payment by non-resident aliens are han- 
dled substantially as follows: 

Assume that the face value of the coupon is $25. 
There will be deducted from the face value of the 
coupon 3 per cent or 75c and there will be remitted 
to the bond owner or for his credit only $24.25. The 
withholding agent in making the return to the United 
States Government will add 2 per cent of the $25 or 
50c. This will make 5 per cent, or the amount of the 
tax which is-‘levied generally under Section 211 on the 
income derived by non-resident aliens from United 
States securities. 

The same procedure is followed in the case of cou- 
pons of this type presented by foreign corporations. 
In this case, however, there will be 10 per cent or $2.50 
actually deducted from the face of the coupon. This, 
together with the 2 per cent, will make the 12 per cent 
tax imposed on foreign corporations. 

In the case of coupons detached from bonds which 
do not contain the tax free covenant there is deducted 
from the remittance to the non-resident alien 5 per 
cent from the face of the coupon and in the case of the 
corporation having no office or place of business in 
the United States, 12 per cent. 

Where the covenant provides in substance that the 
debtor corporation will pay the Federal income tax 
up to any amount which it is required to witiihold or 
deduct the debtor corporation is responsible for a tax 
of only 2 per cent of the bond interest payable to a 
non-resident alien or a non-resident foreign corpora- 
tion. As the debtor corporation by this covenant has 
assumed this tax, the bond interest may be paid in 
full to the non-resident alien or the non-resident for- 
eign corporation. 

There are certain cases where the covenant is limited 
to 3 or 4 per cent. In this case the debtor corporation 
is responsible for a tax of only 2 per cent. There are 


many corporations which will, on proper application, 
refund to the bondholders the difference between the 
2 per cent tax that they paid to the Government and the 
3 or 4 per cent tax by which the covenant is limited. 
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Refunds to Non-Resident Aliens by Filing 
Exemption Certificate 

Non-resident aliens generally are entitled to an 
income from sources within the United States to the 
extent of $1,500 without "being subject to the United 
States tax. Residents of countries like Mexico and 
Canada, which are contiguous to the United States, 
are allowed an additional exemption of “$400 for each 
person (other than husband or wife) dependent upon 
and receiving his chief support from the taxpayer if 
such dependent person is under 18 years of age or is 
incapable of self support because mentally or physic- 
ally defective.” 

If a‘non-resident alien, therefore, in any year has an 
income from sources within the United States not to 
exceed $1,500 or the credit to which he is properly 
entitled and there has been withheld any amount 
either on bonds which do or do not contain the tax 
free covenant, there should be forwarded to the proper 
withholding agent, not later than May Ist of the year 
succeeding that in which the coupons mature, Exemp- 
tion Certificate known as Form 1002. This certificate 
will be forwarded by the withholding agent to the 
Commissioner of Internal Revenue, Sorting Section, 
Washington, D. C. Upon approval there will be re- 
turned to the non-resident alien any tax which has 
been deducted from coupons presented for payment 
during the year the tax was withheld. 


Credit Allowed Canadian Investors on Their 
Canadian Returns 

Section 131 (a) (1) of United States 1928 Act 
contains the following provision: 

The tax imposed by. this title shall be credited with: 

In the case of a citizen of the United States and of a domes- 
tic corporation, the amount of any income, war-profits and 
excess profits, taxes paid or accrued during the taxable year 


to any foreign country or to any possession of the United 
States. 


Paragraph (b) Section 8 Part II of the Canadian 
Income War-Tax Act provides as follows: 

A taxpayer shall_be entitled to deduct from tax that would 
otherwise be payable by him under this Act the amount paid 
to any foreign country or income tax in respect of the income 
of the taxpayer derived from sources thereon, if such foreign 
country in imposing such tax allows a similar credit to persons 
in receipt of the income derived from sources within Canada. 

It is provided further in the Canadian act as follows: 

Such deduction shall not at any time exceed the amount of 
tax which would otherwise be payable under the provisions of 
this Act, in respect of the said income derived from sources 
within any foreign country. 


If we assume for instance, a Canadian corporation 
having an income of $10,000 from bonds of United 
States corporations on which 2 per cent is agreed to 
be paid at the source the United States tax on this 
would be $1,200 of which $200 will be paid at 
the source by the issuing corporation. The Canadian 
corporate tax rate is now 8 per cent and there will, 
therefore, be allowed on Canadian returns a credit 
of $800 against the $1,000 paid to the United States. 

Method of Filling in Ownership Certificates 

Investors should enter on the personal records kept 
as to their securities the name and address of the cor- 
porations whose bonds are owned, a description of the 
bonds and whether or not the same contain the tax 
free covenant. From this information the investor will 
have readily at hand the necessary facts for properly 
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filling in his Ownership Certificates. The information 
as to the debtor corporation and the bonds which are 
owned may be entered on the Ownership Certificate 
in a form substantially as follows: 

Name—Central Illinois Public Service Co. 

Address—Springfield, Illinois. 

Name of Bond—lst 4%4’s, Series “F,” December 1, 
1967. 

The owner of the bond is required to give his name 
and address, including street number, city and state. 
There is some advantage in giving the full Christian 
name (with middle name, or initial, if any), with the 
prefix “Mrs.” or “Miss,” in the case of women. In 
the case of bonds owned by a married woman prefer- 
ably she should use her own Christian name with family 
name or initial as “Mrs Harriet C. Smith” rather than 
“Mrs William H. Smith.” A guardian should sign 
substantially so as to identify the guardianship, as 
“Henry Jones, as guardian for Elizabeth Jones.” A 
partnership should disclose the fact that it is a part- 
nership signing, for instance, as “Henry H. Rand & 
Co., a partnership.” Trusts should be identified, as 
for instance, “John Will and Henry Felt, as trustees 
under the will of David Felt.” 


By What Method Is Tax Deducted at the Source 
Paid to the Treasury Department? 
Assume a domestic corporation issue of $10,000,000, 
having a coupon rate of 5 per cent, containing the tax 
free covenant, and distributed to the public as follows: 
Annual’ 
Amountof Interest Amount 
Class of Bond Owners’ Issue Held Payments Withheld 
No Ownership Certificates 
Domestic or Resident corpo- 
NE ete 6.3.0 ces sveor $5 
Form 1000 
(1) Individuals and Fidu- 
ciaries not subject to tax... 1,000,000 50,000 None 
(2) Individuals and Fidu- 
ciaries subject to 14% 


$250,000 None 


| ERR ee 325,000 16,250 $ 243.75 
(3) Individuals and Fidu- 
ciaries subject to 2% with- 
GEE hb Gas evade tue eb on 3,600,000 180,000 3,600.00 
Form 1001 
Foreign corporations......... 50,000 2,500 300.00 
Non-resident alien individuals 25,000 1,250 62.50 
MON seca $10,000,000 $500,000 $4,206.25 


Ownership Certificates are detached from the vari- 
ous coupons when such coupons are paid by the paying 
agents and are then forwarded promptly to the with- 
holding agent. The withholding agent makes a monthly 
return to the Revenue Department on Form 1012. At 
the same time it sends with the return the Ownership 
Certificates received during that month. This monthly 
return is made on or before the 20th day of the month 
succeeding that for which it is made. There is an 
annual return made on Form 1013 which is a summary 
of the monthly returns. This is required to be filed on 
or before March 15th of the year following that for 
which the return is made. The check for the total 
amount of taxes withheld on the particular issue is 
sent to the Collector of Internal Revenue in the district 
in which the withholding agent is located, on or be- 
fore June 15th of the year following that in which 
the tax has been withheld. 
(Continued on page 248) 
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Death ‘Taxes-Survey of Underlying 
Legal Principles | 


By JosePpH F. McC oy, JOHN L. McMaster anp Lk&o Brapy* 
Part II 


domicil of the person or situs of property to be 

settled, the first question to be answered as re- 
gards ascertainment of death tax liability is whether a 
given statute comprehends the case, and the answer lies 
in the construction to be given the statute. The death 
tax, being a special tax in that, unlike the general prop- 
erty tax, it applies only to certain specified property in 
imposing the tax is to be strictly construed in favor of 
the taxpayer and against the state seeking to collect the 
tax. If the statute is uncertain, under the primary rule 
of construction there can be no tax. Thus the court 
says in Eidman v. Martinez, 184 U. S. 578: 

It is an old and familiar rule of the English courts, ap- 
plicable to all forms of taxation and particularly special 
taxes, that the sovereign is bound to express its intention 
to tax in clear and unambiguous language, and that a liberal 
construction be given to words of exception confining the 


operation of duty, * * * though the rule regarding exemptions 
from general laws imposing taxes may be different. 


If the law be susceptible of prospective or retroactive 
construction, in the absence of clear intent to the con- 
trary, it will be held prospective. Retroactive death 
taxes are ordinarily held invalid as invading vested 
rights and, considering the underlying moralities, right- 
ly so. If there be doubt as to the weight of the burden 
imposed, it will be resolved in favor of the taxpayer. 
If, however, the taxpayer claim exemption, the statute 
will be construed strictly against the claim and in favor 
of the State, which construction is the logical corollary 
of the rule of strict construction in favor of the tax- 
payer claiming exception from the special tax unless it 
be clearly imposed. 

Where statutes are copied from other states, thé pre- 
sumption is that the legislature likewise adopted the 
construction given by the courts of the state from 
which they are adopted. In view of the fact that many 
of the states’ statutes are copied in part or in whole 
from the New York statutes, the decisions of the New 
York courts will often prove to be of first importance. 
Statutes governing procedure are generally applicable 
to proceedings which have not been concluded although 
the law at the date of death or transfer may have been 
different. Legislative declarations as to construction 
of statutes are to be given consideration by the courts, 
and if the true construction of a statute is doubtful, 
the construction adopted by the taxing authorities ad- 
ministering the law is to be considered. In addition 
other familiar general canons of statutory construction 
are applicable to death tax laws, but they must all be 
regarded as subordinate to the primary canon, that the 
tax law must be certain. Judge Pound writing the 


opinion in the Matter of Gates, 243 N. Y. 193, ob- 
served : 


N SSUMING possible questions presented as to 


*Members of the New York Bar. 


* 


It is urged that we may rely on canons of statutory con- 
struction to give the statute a meaning. Such canons are 
not unlike proverbs. It is possible to find one to fit any 
situation without paramount regard for consistency. Their 
force lies in their application. So here we may, as against 
the canon that a meaning must be imputed to a statute if 
possible: “A statute which levies a tax is to be construed 
most strongly against the government and in favor of the 
citizen. The government takes nothing except what is 
given by the clear import of the words used.” (People ex 
rel. Mutual Trust Co. v. Miller, 177 N. Y., 51, 57.) ‘ 


At best it cannot be said that the statute before us im- 
poses a tax on the transfer of decedeni’s shares in the New 
York corporation with that clearness of expression which 
would brand the attempt to escape therefrom as resting on 
“subtle device or ingenious sophism.” Judge Cooley prop- 
erly condemns such evasions in his classic work on taxa- 
tion (Cooley on Taxation, 272), but technical words are to 
be understood in their technical sense. 

While statutes, imposing death taxes, may be of 
necessity construed as rendering the succession of 
specified property subject to tax, nevertheless, cases will 
be found where a statute omits to confer power to assess 
the tax upon any agency, but this aspect of the matter 
will be considered more in detail in that section of this 
treatise devoted to jurisdiction or power to impose the 
tax. It will appear therein that an unenforcible tax is 
no tax, and that if the legislature omits to confer juris- 
diction upon an assessing officer, no tax lies. 


Constitutionality of Death Tax Statutes 


Assuming the case to be within the operation of the 
statute on a proper construction thereof, the next in- 
quiry is whether the statute is valid or invalid consid- 
ered with reference to the fundamental law. In an- 
swering this serious question reference must be had 
to the provisions of both state and Federal constitutions, 
for if the statute offends either, it falls. It may- be 
repugnant to the state but not to the Federal Consti- 
tution. The constitutions of the several states naturally 
vary in their provisions as regards limitations on the 
exercise of the taxing power and the state constitution 
must be consulted in each specific case. Provisions 
of state death tax statutes unobjectionable se far as 
either the Federal Constitution or the provisions of the 
constitutions of most of the states might be considered 
have been held in many instances to contravene the 
specific state constitutions. For example, in an early 
New Hampshire case it was held by the courts of that 
state that a death tax law offended the New Hampshire 
Constitution as calling for prohibited disproportionat 
taxation (Curry v. Spencer, 61 N. H. 624). Likewise 
an early Missouri act was held void as a property tax 
not levied in proportion to.the value of the property 
as required by the Missouri Constitution. (State v. 
Switzler, 143 Mo. 287). The state courts in holding 
specific statutes invalid as being repugnant to the con- 
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stitutional provisions of the particular states have not 
held against the principles justifying the imposition of 
death taxes generally. Where questions as to the con- 
stitutionality of state death ‘tax laws have been reviewed 
in the United States Supreme Court, almost invariably 
the result has been to uphold their validity. A notable 
exception to this rule is found with respect to the 
North Carolina statute which sought by its terms to 
tax property, beyond the jurisdiction of the state, con- 
sisting of stock of foreign corporations owned by non- 
residents. The statute was held invalid. (Rhode Island 
Hospital Trust Co. v. Doughton, 270 U. S. 69). An- 
other more recent exception appears in the refusal of 
a writ of certiorari by the United States Supreme Court 
(275 U. S. 560) following the unanimous decision of 
the Court of Appeals in Smith v. Loughman, 245 N. Y. 
486, Judge Cardozo writing the opinion that the flat 
rate plan of tax applied to nonresident estates by the 
New York statute, offended the Equal Privileges and 
Immunities Clause of the Federal Constitution. 

Constitutional justification of Federal estate taxes is 
based on the authority of the Federal Government to 
levy excise taxes under Article I, Section 8, Clause I 
of the Federal Constitution. Excise taxes are so-called 
“indirect taxes” and do not come under the prohibitions 
of Article I, Section 9, Clause IV, respecting “direct 
taxes.” Constitutional justification of death taxes im- 
posed by state laws is based not alone on the power 
of the state to regulate, if not to prohibit, devolutions of 
property upon death, but on the broader foundation of 
the power of the state to tax. 

The leading cases sustained the principle of the death 
tax as imposed by both Federal and state laws are 
respectively Knowlton v. Moore, 178 U. S. 41, and 
Magoun v. Illinois Trust Co., 170 U. S. 283. The con- 
stitutionality of the principles permitting the death tax, 
clearly imposed at progressive rates operating discrim- 
inatingly upon classes reasonably selected, to survive as 
part of the Federal and state systems of taxation is now 
definitely, firmly and unimpeachably established by ju- 
dicial decisions of great weight. Early cases involving 
questions of constitutionality arose under state authori- 
ties imposing discriminating taxes against alien heirs. 
The Louisiana statute so doing was upheld in the case 
of Mager v. Grima (8 How. 49 U. S. 49). In case 
treaties have been made providing that the citizens or 
subjects of signatory countries have the same rights 
to acquire and dispose of property in the territory of 
either by will or otherwise without being required to 
pay higher charges than are payable by citizens of the 
country ~where the property is located, it would seem 
that a statute discriminating against alien heirs of such 
foreign country is invalid. It would also seem that 
other foreign countries with which treaties exist with- 
out such specific provisions as to rights of disposal of 
property, might be entitled to similar@pights under 
“Most Favored Nation” clauses. No sfcific treaties 
have been negotiated by the United States solely re- 
garding the imposition of inheritance taxes. 

State statutes providing that gross estates under a 
certain amount shall be exempt from any tax, or ex- 
empting shares of certain amounts passing to individ- 
uals, have been sustained. Applications of different 
rates based on relationship or on amount received or 
upon the age of the beneficiary, have been held valid. 
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Selection of certain property for liability for the death 
tax and the omission of other property is approved. 
For example, either real or personal property alone may 
be subjected to the tax. Proerty which has been de- 
pleted by the payment of death tax within a limited 
period may be exempted from successive taxes, while 
property which escaped the general property tax during 
the lifetime of the owner may be subjected to a death 
tax additional to the general death tax. Estates of 
soldiers and sailors have been exempted. Classification 
of so-called “contingent” or artificial legal estates and 
their subjection to a higher rate of tax involved in the 
so-called “full undiminished value theory” has been 
upheld. 


Excerpts from Supreme Court Decisions 


Mr. Justice McKenna in the case of Magoun v. IlIli- 
nois Trust Co., quotes numerous expressions from prior 
decided cases reaching to the essence of the rights of 
the states to classify and hence to discriminate in im- 
posing the death tax, thus: 


In other words, the state may distinguish, select, and classify 
objects of legislation, and necessarily this power must have a 
wide range of discretion. It is not without limitation, of course. 
“Clear and hostile discriminations against particular persons 
and classes, such as are of an unusual character, unknown to 
the practice of our governments, might be obnoxious to the 
constitutional prohibition,” said Mr. Justice Bradley, in Belle’s 
Gap R’d Co. v. Pennsylvania, 134 U. S. 232-240. 


And Mr. Justice Brewer, in Gulf, Colorado & Santa Fe R’y 
Co. v. Ellis, 165 U. S. 150, after a careful consideration of 
many cases said: “It is apparent that the mere fact of classi- 
fication is not sufficient to relieve a statute from the reach of 
the equality clause of the 14th Amendment, and that in all 
cases it must appear, not only that a classification has been 
made, but also that it is one based upon some reasonable ground 
—some difference which bears a just and proper relation to the 
attempted classification—and is not a mere arbitrary selection.” 

Of taxation, and the case at bar is of taxation, Mr. Justice 
Bradley said in the Bell’s Gap R’d Co. v. Pennsylvania, supra, 
and Mr. Chief Justice Fuller in Giozza v. Tiernan, 148 U. S. 
657, that the 14th Amendment was not intended to compel the 
state to adopt an iron rule of equal taxation. The range of 
the state’s power was expressed by Mr. Justice Bradley as 
follows: “It may, if it chooses, exempt certain classes of 
property from any taxation at all, such as churches, libraries, 
and the property of charitable institutions. It may impose dif- 
ferent specific taxes upon different trades and professions, and 
may vary the rates of excise upon various products; it may 
tax real estate and securities for payment of money; it may 
allow deductions for indebtedness, or not allow them. All 
such regulations, and those of like character, so long as they 
proceed within reasonable limits and general usage, are within 
the discretion of the state legislature, or the people of the state 
in framing their Constitution.” 


There is therefore no precise application of the rule of 
reasonableness of classification, and the rule of equality permits 
many practical inequalities. And necessarily so. In a classifi- 
cation for governmental purposes there cannot be an exact exclu- 
sion or inclusion of persons and things. 

The United States Supreme Court has gone far to 
sustain the constitutionality of state statutes but prob- 
ably has reached its limit in the case of Maxwell v. Bug- 
bee, 250 U. S. 525. Commenting on this case Mr. 
Justice Vandeventer, writing the opinion in Frick v. 
Pennsylvania, 268 U. S. 473, said: 


The state court cited in support of its view Marwell v. 
Bugbee, 250 U. S. 525, 539, 63 L. Ed. 112, 1131, 40 Sup. Ct. 
Rep. 2. The case is on the border line, as is evidenced by the 
dissent of four members of the court. But it does not go as 
far as its citation by the state court suggests. The tax there 
in question was one imposed by New Jersey on the transfer of 
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stock in a corporation of that state. The stock was part of 
the estate of a decedent who had resided elsewhere. The state 
statute, described according to its essence, provided for a tax 
graduated in rate according to the value of the entire estate, 
and required that where the estate was partly within and partly 
without the state, the transfer of the part within should bear 
a proportionate part of what, according to the graduated rate, 
would be the tax on the whole. The only bearing which the 
property without the state had on the tax imposed in respect 
of the property within was that it affected the rate of the tax. 
Thus, if the entire estate had a value which put it within the 
class for which the rate was 3 per cent, that rate was to be 
applied to the value of the property within the state in comput- 
ing the tax on its transfer, although its value, separately taken, 
would put it within the class for which the rate was 2 per cent. 
There was no attempt, as here, to compute the tax in respect 
of the part within the state on the value of the whole. The 
court sustained the tax, but distinctly recognized that the state’s 
power was subject to constitutional limitations, including the 
due process of law clause of the 14th Amendment, and also 
that it would be a violation of that clause for a state to impose 
a tax on a thing within its jurisdiction “in such a way as to 
really amount to taxing that which is beyond its authority.” 


Blackstone v. Miller and Maxwell v. Bugbee, 
Living Fictions 

The crying discrimination in the case of Maxwell v. 
Bugbece was not alone that property outside of the 
State of New Jersey owned by nonresidents measured 
the tax on the property within the jurisdiction, but that 
the so-called ratio provision or rule applicable to non- 
resident estates was not equally applicable in computing 
the tax on resident estates. Two of the most important 
cases decided by the United States Supreme Court in- 
volving constitutional questions arising under state stat- 
utes, which should be read together are Blackstone v. 
Miller, 188 U. S. 189, and Frick v. Pennsylvania, 268 
U. S. 473. The Blackstone case is authority for the 
proposition that a state may tax intangible personal 
property belonging to a nonresident having situs in 
the taxing state, although it be again subject to tax 
in the domiciliary state. The Frick case held that the 
domiciliary state may not tax tangible personal property 
having actual situs outside of the state. Although the 
Supreme Court has been loath to invalidate state laws 
as being in contravention to the Federal Constitution, 
yet they have not hesitated to put their mark of dis- 
approval upon laws in the nature of legislative fiats. 
For example, the Wisconsin statute arbitrarily fixed 
a period of six years preceding a man’s death within 
which all transfers made were arbitrarily subjected to 
tax as being in contemplation of death, although in fact 
the transfer might be made without any such idea, and 
this law was held invalid in Schlesinger v. Wisconsin, 
270 U. S. 230. We make bold to say that any law in 
the nature of legislative fiat is open to the same objec- 
tion, whether it relates for instance to domicil of to 
other jurisdictional facts. The Legislature, granting 
it all the power in the world, cannot make so that which 
is not so. It is understandable that taxing authorities 
seek the aid of the legislature and procure the enact- 
ment of fiat laws, but we think that they must always 
be to no purpose. Had the Wisconsin Legislature em- 
ployed a separate classification with a higher rate of 
tax upon property transferred within six years of a 
decedent’s death when the tax came to be paid in the 
transferee’s estate, they could have perhaps accom- 
plished constitutionally the same result they sought by 
the unconstitutional statute. 
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Retroactive Statutes 


Many battles in the courts have raged around statu- 
tory provisions purporting to impose death taxes upon 
transfers effected by instruments executed prior to the 
enactment of the Tax Law, and these laws have gen- 
erally met with judicial condemnation. In connection 
with these laws the Court says in Shwab v. Doyle, 
258 U. S. 529: 


The initial admonition is that laws are not to be considered 
as applying to cases which arose before their passage unless 
that intention is clearly declared. 1 Kent Com. 455; Eidman v. 
Martinez, 184 U. S. 578, 46 L. ed. 697, 22 Sup. Ct. Rep. 515; 
White v. United States, 191 U. S. 545, 48 L. ed. 295, 24 Sup. 
Ct. Rep. 171; Gould v. Gould, 245 U. S. 151, 62 L. ed. 211, 38 
Sup. Ct. Rep. 53; Story, Const. Sec. 1398. The comment of 
Story is: “Retrospective laws are, indeed, generally unjust; 
and, as has been forcibly said, neither accerd with sound legis- 
lation nor with the fundamental principles of the social com- 
pact.” 

There is absolute prohibition against them when their purpose 
is punitive; they then being denominated ex post facto laws. 
It is the sense of the situation that that which impels prohibi- 
tion in such case exacts clearness of declaration when burdens 
are imposed upon completed and remote transactions, or conse- 
quences given to them of which there could have been no fore- 
sight or contemplation when they were designed and consum- 
mated. 


A helpful study consisting of editorial notes on the 
constitutionality of retroactive Federal taxing statutes 
is found in the Columbia Law Review for June, 1928, 
where it is stated: 


In the most recent case dealing with the estate tax, the 
“vague contours of the Fifth Amendment” were sufficient to 
cause the law, in so far as it had a retrospective effect, to be 
held invalid.- (Nichols v. Coolidge, 274 U. S. 531, 47 Sup. Ct. 
710 (1927). In that case real and personal property was trans- 
ferred to trustees without consideration by one Coolidge and 
his wife in July, 1907. The trustees were to pay the income to 
the settlors, then to the survivor and after his death to dis- 
tribute the corpus among the settlors’ five children or their 
representatives. In April, 1917, the settlors assigned to the 
children their entire interest in the property, including the 
right to the income. The trustees had power to sell, to make 
or change investments, etc. The surviving settlor died in 
January, 1921. The Supreme Court held that this trust, created 
twelve years before the statute, was included within its terms, 
but that the statute, so interpreted, was arbitrary, capricious 
and confiscatory.) Previously, the statute not explicitly stating 
that it was to be retroactive, the question was one of construc- 
tion. In order to avoid the judicial reluctance to give retro- 
active effect to taxing statutes, the 1918 Revenue Act .was 
drawn with a parenthetical clause expressly making the statute 
retrospective. When the question of constitutionality of a 
retroactive provision was thus’ squarely placed before the 
Supreme Court, it held such a provision to be “arbitrary, wilful 
and excessive.” (Before Nichols v. Coolidge, supra, the fed- 
eral courts differed as to the constitutionality of Sec. 402(c). 
Safe Deposit and Trust Co. v. Tait, 295 Fed. 429 (D. Md. 
1923) ; Cleveland Trust Co. v. Routzahn, 7 F. (2d) 483 (N. D. 
Ohio 1925) and Reed v. Howbert, 8 F. (2d) 614 (D. Colo. 
1925) held the provisions constitutional. Frew v. Bowers, 
Lewellyn v. Frick, 298 Fed. 803 (W. D. Pa. 1924), affirmed on 
other grounds, took the opposite position. In Stark, et al. v. 
U. S., 24. F. (2d) 237 (S. D. Ohio 1927), that dealt with the 
1918 Act, the decedent created a trust in 1915 to take effect at 
his death. The settlor retained full power of modification and 
revocation, and control over the management of the trust as 
well as the benefit of all the income for life. The settlor died 
in 1919. The court held that, notwithstanding retention of 
control by the grantor, the trust was not taxable under the 
decision of Coolidge v. Nichols, supra, since the title vested in 
the trustee prior to the passage of the act.) 

Once conceded that the Fifth Amendment has any effect on 
federal taxation, its application to the retroactive estate tax 
is not at all surprising. The problem is most acute where the 






























































































































































































232 THE NATIONAL INCOME TAX MAGAZINE 


retroactivity is greatest. Such is the case under the 1918 Rev- 
enue Act. Bequests granted years before the statute was 
passed, could be taxed at the time of the grantor’s death. (In 
Frick v. Lewellyn, supra, the government attempted to tax the 
beneficiaries of policies taken opt from seventeen to forty-three 
years before the statute wag passed. In Reed v. Howbert, 
supra, the court sustained a tax on a trust created in 1902, 
seventeen years before the settlor’s death and fourteen years 
before the first estate tax was passed.) Property might have 
increased considerably in value in the hands of the donee and 
since the donor’s death would be taxable for the value of the 
gift as of the time of the donor’s death, it would be paying a 
tax on property which the donor never possessed. (In Frew 
v. Bowers, supra, the settlor conveyed to trustees in 1910 prop- 
erty valued at $200,000. Through successful financial opera- 
tions the trustees acquired $500,000 worth of securities by 
using the capital given them. The grantor’s estate was thus 
taxed at his death for property, three-fifths of which he never 
owned. Such a situation furnishes further basis for the argu- 
ment that this retroactive tax is direct, for in the Pollock case 
the Supreme Court held that a tax on property because it is 
the product of other property, is a direct tax. See 1926, 40 
Harv. L. Rev. 121.) The donee might be personally liable 
for a tax if the estate for some reason should fail to pay, even 
though, when the gift inter vivos was made, no tax was thought 
of and the gift had been enjoyed for years prior to the statute. 
Moreover, while the tax could not be avoided by the donor 
except by leaving no property, yet very frequently it is rea- 
sonably clear that the conduct of the deceased would have been 
quite different if the statute had been in force. The provision 
for the residuary legatee, for example, might have been changed 
to take into account the fact that the tax might be collected 
from him. Such a situation seems to call strongly for the aid 
of the Fifth Amendment in defense of the unfortunate tax- 
payer. The validity of the retrospective feature of the estate 
tax has been denied because of a fear of its results. (The 
Court has said that to impose a tax retrospectively, “would be 
to impose an unexpected liability that, if known, might have 
induced those concerned to avoid it and to use their money in 
other ways.” Lewellyn v. Frick, supra. “Under the theory 
advanced by the United States, the arbitrary, whimsical and 
burdensome character of the challenged tax is plain enough. 
An excise is prescribed, but the amount of it is made to depend 
upon past transactions, not testamentary in character and be- 
yond recall. Property of small value, transferred before death 
may have become immensely valuable, and the estate tax, 
swollen by this, may leave nothing for distribution. Real estate, 
transferred years ago when of small value, may be worth an 
enormous sum at the death. If the deceased leaves no estate 
thete can be no tax; if, on the other hand, he leaves ten dollars 
both that and the real estate become liable. Different estates 
must bear disproportionate burdens determined by what the 
deceased did one or twenty years before he died.” Nichols v. 
Coolidge, supra.) The fear is probably justifiable. 


New York Trust Co. v. Eisner 


The case of New York Trust Co. v. Eisner, 256 
U. S. 345, and Title Guarantee & Trust Co. v. Ed- 
wards, 290 Fed. 617, involving the constitutionality of 
the Federal Estate Tax no doubt arose in reliance upon 
expressions found in the opinion of the Court in 
Knowlton v. Moore, where it was indicated that if the 
progressive rates were based upon the total estate trans- 
ferred, the statute considered would be of doubtful 
validity. These cases definitely established the constitu- 
tionality of the Federal Estate Tax Law. The Court 
says in New York Trust Co. v. Eisner, among other 
things : 

Knowlton v. Moore, 178 U. S. 41, supra, dealt, it is true, 
with a legacy tax. But the tax was met with the same objec- 
tion: that it usurped or interfered with the exercise of. state 
powers, and the answer to the objection was based upon general 
considerations, and treated the “power to transmit or the trans- 


mission or receipt of property by death” as all standing on 
the same footing. 178 U. S. 57, 59. After the elaborate dis- 
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cussion that the subject received in that case, we think it 
unnecessary to dwell upon matters that in principle were dis- 
posed of there. The same may be said of the statement that 
the tax is direct, and therefore is void for want of apportion- 
ment. It is argued that when the tax is on the privilege of 
receiving, the tax is indirect because it may be avoided; whereas 
here the tax is inevitable, and therefore direct. But that matter 
also is disposed of by Knowlton v, Moore, not by an attempt 
to make some scientific distinction, which would be at least 
difficult, but on an interpretation of language by its traditional 
use—on the practical and historical ground that this kind of 
tax always has been regarded as the antithesis of a direct 
tax, “has ever been treated as a duty or excise, because of the 
particular occasion which gives rise to its levy.” 178 U. S. 


81-83. Upon this point a page of history is worth a volume 
of logic. 


Observations on the State Estate Taxes 


Although, as already noted, the principle of the death 
tax as well as numerous specific statutes embodying dis- 
crimination based on reasonable classification have been 
judicially upheld, nevertheless, taxpayers are not ex- 
cused from subjecting every new legislative act to 
scrutiny. While there are many gravestones standing 
in the churchyards they will be still fuller in time. All 
possible constitutional questions have not yet been an- 
swered. Many remain still latent and many more will 
yet arise. Step by step every legislative act must be 
patiently tested by reference to the fundamental law. 
Sometimes it will even be found that a valid law is 
rendered unconstitutional by amendment. Thus, as we 
view it, when the New York Legislature split the tax 
law of that state into two parts, classifying all prop- 
erty of nonresidents, real property as well as personal 
property of all kinds, in one category subject to a flat 
rate tax under Article 10-a, differing in its essentials 
from the rates applied to the transfers of property of 
residents under Article 10, the latter article was there- 
by rendered invalid by the invalidation of Article 10-a. 
We consider it fundamental to the validity of any death 
tax imposed by a state on the real property and tangible 
personal property that such property be subjected to 
identically the same tax regardless of whether the de- 
ceased owner was a resident or a nonresident. This 
principle apparently is accepted and well understood 
by the law-makers of such states as Connecticut and 
New Hampshire who made it a point to apply the flat 
rate only to intangible personal property of nonresi- 
dents, while subjecting real property and tangible per- 
sonal property of nonresidents. to the very same tax 
imposed upon such property belonging to residents. In 
reliance upon this principle Article 10-b of the New 
York Tax Law as well as similar so-called estate tax 
laws of several of the states all designed. to absorb the 
80 per cent credit under the provisions of the Federal 
act violate the constitutional requirements of reason- 
able classification where real property and tangible per- 
sonal property of residents is subjected to the tax and 
the same property of nonresidents is omitted. The 
reason why this defect in such statutes is permitted 
without question is no doubt that the practical result of 
judicial condemnation of such illegal classification, 
would be that the state tax invalidated would have to be 
paid in the same amount under the federal tax law, 
the right to credit under the latter law’ being as it is. 
While the states of Connecticut and New Hampshire 
correctly tax real property and tangible personal prop- 
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erty of nonresidents, they still tax improperly at a flat 
rate the intangible personal property of nonresidents. 
These states may abstain from taxing the intangible 
personal property of nonresidents entirely without con- 
stitutional objection, but they are not permitted to im- 
pose a discriminatory tax upon the transfers of such 
property in nonresident estates. The nonresident may 
be taxed less but not more on intangibles. The law 
makers of such states have so far failed to grasp this 
principle in its entirety. Other serious constitutional 
questions are looming on the horizon, as a result of the 
provisions of several of the supplementary estate tax 
laws in the various states, which under their provisions 
assume to absorb for the benefit of the taxing states the 
surplus taxes of intangible personal property of non- 
residents. The practical effect of several of these laws 
is that the surplus tax is thus absorbed upon such prop- 
erty once by the state of the domicil and again by the 
states of the situs of such property. It is obvious in 
this connection that the juice can be squeezed only once 
from the orange. 


Still other constitutional questions are implicit in 
the so-called reciprocity provisions of several of the 
states. These questions are indicated in greater detail 
in the section of this treatise devoted to analysis of 
reciprocity. 

The most recent constitutional attack upon a plan 
sought to reduce double taxation was made in a lower 
court of Ohio. The Ohio statute, Section 5333 of the 
Inheritance Tax Laws, provides that there shall be al- 
lowed as a credit on the tax due Ohio upon resident 
estates the amount of tax paid in other states or coun- 
tries on the same property. The argument has been 
made on behalf of a nonresident that, in effect, he is 
being discriminated against. His contention is that a 


Court Decision in Effect Would Reduce 
Tax on Joint-Stock Land Banks 


N INTERESTING question as to the extent to 

which Congress intended that tax exemption 
should apply to Federal joint-stock land banks was 
raised in the case of The First National Bank of Ch- 
cago v. The United States before the Court of Claims 
of the United States. 


In the consolidated corporation tax return for the 
year 1922, consolidating the income of the plaintiff and 
certain affiliated corporations, including the First Trust 
Joint Stock Land Bank of Chicago and First Trust 
Joint Land Bank of Dallas, a deduction from gross 
income on account of interest paid during the year on 
joint-stock land bank bonds of the two joint-stock land 
banks was disallowed by the Commissioner, for rea- 
sons, stated in a letter to the plaintiff, as follows: 


It is held that farmers’ first-mortgage notes executed to 
joint-stock land banks are issued under the provisions of the 
farm loan act of 1916, that they are securities in the contem- 
plation of Section 213 (b) (4) (b) of the revenue act of 1921; 
that they were acquired by purchase, and that the interest on 
bonds issued to furnish proceeds for their purchase is interest 
on an indebtedness incurred to purchase or carry obligations 
or securities; the interest- upon which ‘is wholly exempt from 
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resident finds himself entitled to a credit for a tax paid 
in another state whereas he is not entitled to such credit 
for payment made in another state. Accordingly, he 
asserts that the equal privileges and immunities guar- 
anteeed under Paragraph 1 of Section 2 of Article 4, of 
the Federal Constitution are denied him and, as a re- 
sult, his constitutional rights have been invaded. There 
seems to be some weight in this contention and it pre- 
sents a very interesting problem for the courts. It will 
be remembered that another plan sought, to remedy 
another evil of taxation, namely procedural delay in 
settling the tax, fell by the wayside because of the 
fact that the tax violated the same clause of the Fed- 
eral Constitution which is now involved in the Ohio 
case. We refer to the case of Smith v. Loughman, 245 
N. Y. 486, wherein the Court of Appeals held uncon- 
stitutional the New York flat rate plan. There are, 
undoubtedly, constitutional plans and remedies, but the 
legislatures do not seem to be thinking through the 
problems and realizing the constitutional difficulties. 


The Ohio statute indicates one line of reasoning 
which would have the domiciliary state abdicate in 
favor of the state of situs, all in the interest of avoid- 
ing double taxation. The dangers of this plan have 
been set forth in the section of the treatise devoted to 
an analysis of the problem and entitled, Double and 
Multiple Death Tax Muddle. 


For these several reasons, while the constitutionality 
of the right to levy a death tax is now irrefutably es- 
tablished, there never was a time when more important 
details of the death duty system seemed open to con- 
stitutional doubt and the necessity of final solution. The 
fault is that the legislative power is expressed only to 
produce revenue and without regard to, or knowledge 
of, constitutional: and philosophical tax limitations. ° 


taxation under (Title II of the revenue act of 1921) and: as 
such is not deductible as an expense. 


The Court of Claims held that the issue involved 
was solely one of determining whether or not interest 
paid by joint-stock land banks on their joint-stock land 
bank bonds is deductible from income under Section 
234 (a) (2) of Title II of the Revenue Act of 1921, 42 
Stat. 254, which reads as follows: 


Sec. 234 (a). That in computing the net income of a cor- 


poration subject to the tax imposed by section 230 there shall 
be allowed as deductions: 


* * * * ek Kk & 


(2) All interest paid or accrued within the taxable year on 
its indebtedness, * * * except on indebtedness incurred or con- 
tinued to purchase or carry obligations or securities (other 
than obligations of the United States issued after September 
24, 1917, and originally subscribed for by the taxpayer) the 


interest upon which is wholly exempt from taxation under this 
title. 


The majority opinion, delivered by Judge Moss, con- 
cludes as follows: 


It might appear on a casual reading of this statute that it 
would apply to plaintiff, but when it is considered that the 
joint- -stock land bank was compelled to acquire the bonds in 
question in the proper conduct of its peculiar business, and to 
carry same for the purposes for which it was created, we must 
conclude that Congress did not intend that the statute should 
have such application. It was simply a businéss indebtedness, 


(Continued on page 249) 



























































Court Decisions 


Affiliated Corporations.—The fact that the activities of a 
subsidiary company of the plaintiff which was finally liqui- 
dated in December, 1917, were during that year solely de- 
voted to winding up the affairs of the subsidiary and to 
turning over to the plaintiff Sll its property was held not 
to relieve the plaintiff and its subsidiary from the pro- 
visions of Section 1331 (a) (b) (c), Revenue Act of 1921, 
hence a loss sustained in 1917 on an investment by the 
parent company in the stock of and on an open account 
due from the subsidiary was not deductible for excess- 
profits tax purposes.—Court of Claims of the United States 
in Utica Kniiting Company v. The United States. No. H-275. 


Amortization—Balance of Allowance Uncredited in One 
Year Applicable as Credit in Subsequent Years Until Ex- 
hausted.—An allowance for amortization of war facilities, 
apportioned by the Commissioner to the taxable year 1918, 
in excess of the taxable net income for such year without 
the benefit of the amortization deduction, was approved as 
a deduction in determining net income for 1919.—Section 
234 (a) (8), Revenue Act of 1918, construed as placing no 
limitation as to the years or periods within which the 
ascertained amortization shall be used as a credit.—Court 
of Claims of the United States in Walter C. Palmer, Trustee 
in Bankruptcy of the Racine Auto Tire Company v. The United 
States. No. H-224. 


Capital Gains.—The proceeds from a lease of oil and 
mineral lands are not subject to the capital gains pro- 
vision of Section 206 (a), Act of 1921, and the fact that 
the courts of the state in which such lands are situated 
have held that such a lease is real estate does not control. 
—Court of Claims of the United States in John Hirschi v. 
The United States. No. J-312. 


Dividends, Taxable—A cash dividend declared in 1924 
by a national bank and used to pay for stock of a trust 
company, under an agreement between the bank and the 
majority of stockholders to allow dividends payable to 
them to be so used, constitutes a taxable dividend to such 
majority stockholders. B. T. A. Dec. 3848 [C. C. H.], af- 
firmed.—United States Circuit Court of Appeals, Eighth 
Circuit, in John G. Lonsdale v. Commissioner of Internal 
Revenue. No. 8293.—Jan. term, 1929. 


Dividends declared and paid in 1919 as of December 5, 
1917, under a court order directing a distribution from cash 
surplus on hand on July 31, 1916, are taxable income to 
the recipients in 1919 and not in 1917. District Court de- 
cision, 20 Fed. (2d) 395, affirmed. 

The district court’s decision was also affirmed in the 
holding that dividends paid in January, 1917 are taxable at 
1917 rates to the extent that there were 1917 earnings 
available for distribution at the date of payment.—United 
States Circuit Court of Appeals, Sixth Circuit in Alice G. 
Kales v. Fred L. Woodworth, Collector. No. 5105. 

Examination of Business Records for Tax Purposes— 
Extent of Commissioner’s Authority—Appeal from Court 
Order.—The power of the Commissioner of Internal Reve- 
nue, under Section 1104, Act of 1926, and the corresponding 
provisions of prior and subsequent acts, to examine cor- 
porate books and papers is analogous to the power vested 
by analogous statutes in the federal grand jury to perform 
similar acts, and the fact that the corporation whose books 
and papers are required to be produced is not under in- 
vestigation is immaterial. 

An order of a district court requiring a witness to appear 
before an Internal Revenue Agent and testify and to pro- 
duce certain papers during an investigation relative to the 
tax liability of another is appealable—United States Circuit 
Court of Appeals, Eighth Circuit, in G. W. Brownson v. 
United States of America. No. 8202—Jan. term, 1929. 


Federal Estate Tax.—The proceeds of a life insurance 
policy issued on the life of a decedent, payable to his estate, 
should not be included in the decedent’s gross estate where 
he had assigned such policy to his wife, since by such 
assignment, the decedent was divested of all right and title 
to the policy and was without authority to change the 
beneficiary or to exercise any control over the policy. The 
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words “all other beneficiaries” in Section 402 (f), Act of 
1918, do not apply to the assignee of a policy payable to a 
designated beneficiary. 

The proceeds of life insurance policies issued on the life 
of a decedent, payable to his estate, should be included in 
his gross estate under Section 402 (f), Act of 1918—Court 
of Claims of the United States in Martha A. Guettel and 
Arthur Guettel, Individually, and Martha A. Guettel and Henry 
A. Ruerbach, Trustees for Edward. Guettel under the Will of 
Henry A. Guettel, Deceased, v. The United States. No. H-210. 


Gifts, Gain or Loss on Sale of.—In conformity with the 
decision of the United States Supreme Court in Taft and 
Greenway v. Bowers (Feb. 18, 1929, not reported), the donor’s 
basis was held to be the basis for determining gain upon 
the sale of stock acquired by gift in 1921.—Court of Claims 
of the United States in Amita H. Cooper v. The United 
States. No. H-32. 


Insurance Companies, Taxation of.—The surplus of a 
mutual insurance company transferred to a stock insurance 
company which took over the assets and assumed the lia- 
bilities of the former was held to be part of the premium 
paid to the latter for reinsurance, taxable under Section 246, 
and not Section 242, Act of 1921, the transaction between 
the companies being in substance and effect a contract of 
reinsurance. B. T. A. Dec. 2466 [C. C. H.], affirmed.— 
Court of Appeals of the District of Columbia in Hoosier 


Casualty Company v. Commissioner of Internal Reuenae. 
No. 4704. 


Insurance Proceeds, Taxation of.—Taxable gain on non- 
assignable life insurancé policies (taken out in 1899 payable 
to estate of the insured and fully paid up in 1908) realized 
in 1919 upon the exercise, at the end of a tontine period of 
twenty years, of an option to receive the face of the policies 
plus “the cash dividend then apportioned by the company,” 
was held to be that portion of the total gain attributable to 
the policies which accrued after March 1, 1913, to be ascer- 
tained as the excess of the amount received over the sum 
of the insurance reserve liability and the dividend accumula- 
tions provisionally apportioned to the policies on March 1, 
1913. The judgment of the Circuit Court of Appeals in 27 
Fed. (2d) 237, which fixed the March 1, 1913, value of the poli- 
cies by discounting, as of that date, at 4. per cent the total esti- 
mated value of the policies at their maturity, was affirmed, 
for, while it did not ascertain the March 1, 1913, value or 
the taxable gain with accuracy, the accuracy of such com- 
putation was not questioned and it gave a result of which 
the taxpayer can not complain. 


In applying Section 202 (a) (1), Act of 1918, to an in- 
surance policy having no market value, in determining the 
taxable gain realized upon the exercise at the end of a 
tontine period of the option to receive the face of the polices 
plus the cash dividend then apportioned by the company, 
March 1, 1913, value is at most merely a method of allocat- 
ing a known income to the periods in which it actually 
accrued, its fair value on such date being that part actually 
realized by the taxpayer which, by the use of appropriate 
accounting methods, can fairly be said to have accrued be- 
fore March 1, 1913—Supreme Court of the United States 
in Robert H. Lucas, Collector of Internal Revenue for the Dis- 
trict of Kentucky, v. Kate Halloway Alexander, et al. ctc. on 
writ of certiorari to the United States Circuit Court of 
Appeals for the Sixth Circuit. No. 481. Oct. term, 1928. 


Interest Paid on Joint-Stock Land Bank Bonds Deduct- 
ible as an Expense—Section 234 (a) (2), Act of 1921, Not 
Applicable.—-Interest paid by joint-stock land banks or- 
ganized under the Federal farm loan act of July 17, 1916, 
on joint-stock land bank bonds issued and sold in accord- 
ance with the provisions of such act, and secured by farm- 
ers’ promissory notes deposited with the proper farm loan 
registrars, the proceeds of which bonds were used in mak- 
ing new loans to farmers, is deductible, the exception of 
Sec. 234 (a) (2), Revenue Act of 1921, as to interest on 
indebtedness to purchase or carry tax exempt securities not 
applying.—Court of Claims of the United States in The 
First National Bank of Chicago, a National Banking Associa- 
tion v. The United States. No. J-71. 
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Interest on Refunds.—Interest on refunds of excise taxes 
allowed in September, 1923, and on May 19, 1924 was cor- 
rectly computed under Section 1324, Act of 1921, from six 
months after the date of filing the claims for refund to the 
date of allowance. Payments by way of penalty and inter- 
est for failure to pay taxes assessed within the time required 
by the statute do not constitute such an additional assess- 
ment as is contemplated by the Act.——Court of Claims of 
the United States in Continental Battery Company v. The 
United States. No. E-128. 


The Court of Claims followed the above decision in the 
cases of /nland Products Company v. The United States, No. 
E-127, and Harward Manufacturing Company v. The United 
States. No. E-126. 


Inventory Valuations—Act of 1918.—The basis under 
Section 202 (a) (2), Act of 1918, for determining gain or 
loss on sale in 1918 of property included in 1918 inven- 
tories on the basis of cost, which basis, without any per- 
mission from the Commissioner, the taxpayer changed in 
1919 to cost or market whichever is lower, should be based 
on cost, the basis of inventories, under Section 203, Act of 
1918, being a matter left to the discretion of the Com- 
missioner.—Court of Claims of the United States in The 
James Clark Distilling Company of Cumberland, Maryland 
for the Use of James Clark and Safe Deposit and Trust Com- 
pany of Baltimore, a Corporation, as Executors of the Will of 
John Keating, v. The United States. No. F-220. 


Invested Capital—The action of the Commissioner in 
reducing invested capital at the beginning of the taxable 
year 1917 by the amount of the Federal income taxes for 
1916, where the books were kept on an accrual basis, 
approved. 

Invested capital for 1917 should be reduced on account 
of a tentative tax computed on net income in determining 
the amount available for the payment of dividends in such 
year where the books are kept on an accrual basis, and 
where the amount of profits for the first six months of the 
year is shown, the average for such six months, instead 
of the average for the full twelve months, should be taken 
in computing the amount of the reduction of invested capi- 
tal for 1917 by reason of dividend payments during such 
period.—Court of Claims of the United States in American 
Bronze Powder Manufacturing Company v. The United States. 
No. F-362. 


Invested capital for 1918 may not include debenture notes 
given in 1914 to take up and extinguish open accounts due 
stockholders for property transferred to the corporation, 
such notes not being property paid in for stock or shares 
within the meaning of the statute—-Court of Claims of the 
United States in Union Land Company, a Corporation, and 
its Affiliated Corporations, A. H. Stange Company, Kinzel 
Lumber Company, E. -W. Ellis Lumber Company, and. Mount 
Emily Timber Company, v. The United States. No. F-178. 


Loss on Account of Decrease in Value of Brewery Good 
Will Caused by Prohibition Law Not Deductible—A de- 
duction under Sec. 234 (a) (4), Act of 1918, for loss of good 
will claimed to have become worthless in 1919 by reason of 
the passage of prohibition legislation was disallowed a cor- 
poration engaged in the manufacture and sale of beer which, 
on the advent of prohibition, continued to use its physical 
assets in the manufacture and sale of near beer.—Court of 
Claims of the United States in Dick & Bros. Quincy Brew- 
ing Company, a Corporation, v. The United States. No. F-146. 


Losses.—Loss on account of worthless stock was dis- 
allowed for 1924 where it did not appear that the stock 
was worthless or ascertained to be worthless or charged 
off the books in such year.—Court of Claims of the United 
States in Edmond Cornelis Van Diest, Alfred Herbert Hunt, 
and Rush La Motte Holland, Liquidating Trustees of the Asso- 
ciated Engineers Company, v. The United States. No. J-93. 


Loss on account of bud worm damage to pulpwood tim- 
ber was allowed for 1917 and 1918 to the taxpayer, a manu- 
facturer of pulp and paper, which had supplied to certain 
woods operators, holders of an option on timber land, the 
money necessary to exercise it, received a quit-claim deed 
thereto, agreed to convey to woods operators one-half of 
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the property upon recovery from the property of the price 
paid and to enter into a cutting contract with the woods 
operators, the legal title to the property being in the tax- 
payer and the loss having been sustained in a closed 
transaction. 


Advances made in 1919 by the owner of pulpwood tim- 
ber lands to woods operators under a timber cutting con- 
tract, modified in 1918 to provide for revised prices and for 
advancements to such woods operators by the former for 
the payroll and for supplies which advancements were to be 
credited on the wood at the new prices, over and above the 
original contract price, are deductible as cost of timber 
purchased to the extent that they do not exceed the sums 
allowed under the modified agreement as to prices, but 
those in excess of such sums should be treated as a debt, 
which was disallowed as a deduction in 1919 since not 
charged off in that year.—District Court of the - United 
States, District of Maine, No. Div., in Orono Pulp & Paper 
Co. v. United States, No. 189; Orono Pulp & Paper Co. v. 
Leon O. Tibbetts, No. 132; Orono Pulp & Paper Co. v. Frank 


# “rs No. 134; Orono Pulp & Paper Co. v. Frank J. Ham, 
No. 133. 


Although it was established that because of the discovery 
of other formulas for making the product, the value of a 
formula for making nitrotolnol (N.T.) became worthless 
sometime between the beginning and the end of the World 
War, during which period the plaintiff made T. N. T., 
instead of N. T., the court held that there was no evidence 
that the loss occurred in the year 1918, and hence a deduc- 
tion under Section 234 (4) (4), Act of 1918, for the year 
1918 was not allowed. Likewise the court held that loss 
claimed on account of good will by the corporation, which 
discontinued business on December 5, 1918 and surrendered 
its charter, was not deductible in 1918. With reference to 
this claim, the Court said: > 


“Good will is the favor which the management of a busi- 
ness wins from the public. The loss in this case was occa- 
sioned by the fact that the company, being no longer able 
to manufacture N. T. at a profit, decided to abandon the 
business. Whether a loss occasioned in this way could be 
considered a loss of good will might well be questioned, but 
in any event the loss which the plaintiff seeks to have al- 
lowed is entirely separate from the business itself. In the 
case of Red Wing Malting Co. v. Willcuts, 15 Fed. (2d) 626, 
it was held that “good will has no existence separate and apart 
from an established business”; and also that “with the ter- 
mination of that business it is ended.” In this holding we 
concur. It is true that the business was ended, and that any 
good will which the corporation possessed was lost, but the 
loss was on the business as an entirety, including all of the 
assets which the corporation held. The Supreme Court said 
in Metropolitan Bank v. St. Louis Dispatch Co., 149 U. S. 
436, 446, that “good will * * * is not susceptible of being 
disposed of independently.” Whether when the business 
was closed out and the assets sold, the receipts of such sale 
might be used as forming a basis for the computation of a 
deductible loss is not before us.”—Court of Claims of the 
United States in National Chemical Manufacturing Company, 
by J. W. Paul, Trustee, v. The United States. No. F-335. 


No deductible loss was sustained in 1918 on account of 
the demolition of buildings on property acquired in 1916 
for future extension of the taxpayer’s plant. 


Loss on account of an exclusive license agreement for 
use of a patent process was properly deductible in 1919 
when definitely determined to be unsatisfactory by the in- 
stallation of machinery to test the process. 

No deductible loss was sustained in 1918 on account of 
bread loaf wrappers on hand at the end of the year when 
the size of the product was increased upon the cancellation 
of food regulations after the Armistice, necessitating the 
use of two of the wrappers on hand instead of one.—Dis- 
trict Court of the United States, W. D. of Penn., in Liberty 
Baking Company, a Pennsylvania Corporation, v. D. B. Heiner, 
Collector. Law No. 5873. 

Profit Sharing Payments to Employees, Deductions for. 
—A corporation may not deduct in 1919 amounts represent- 
ing a portion of 1919 earnings credited on its books to cer- 
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tain employees under an agreement to pay to each of sich 
employees as additional compensation for 1919 a percentage 
of the net profits for 1919, subject to the conditions that 
such sums were to remain in and at the risk of the business 
and subject to pro rata deduction for losses incurred during 
a period of five years and could not be withdrawn unless 
authorized by the president and unless the employee re- 
mained in the employ of the corporation during the entire 
period, since the events determining the liability of the cor- 
poration to its employees could not occur until the expira- 
tion of the five year period. B. T. A. Dec. 2899 [C. C. H.] 
affirmed.—Court of Appeals of the District of Columbia in 
S. Naitove & Company, Inc. v. Commissioner of Internal 
Revenue, No. 4768. 

Property Exchanges.—The donor’s basis is the basis for 
determining gain or loss upon the sale of stock acquired by 
gift in 1921.—Court of Claims of the United States in Anita 
H. Cooper v. The United States. H-32. 


Evidence of March 1, 1913 value of real property ac- 
quired by a corporation prior thereto and carried on its 
books at the assessed value for taxation purposes should 
be considered in determining gain or loss on the sale there- 
of in 1919. B. T. A. decision 2990 [C. C. H.], affirming the 
Commissioner’s determination for lack of proof reversed to 
allow both the taxpayer and the Commissioner to offer 
competent proof as to the fair market value of the prop- 
erties on March 1, 1913. 

The evidence was held to establish that a transaction 
which the Board of Tax Appeals (Dec. 2990 (CC. ey) 
decided had resulted in taxable gain was a purchase of 
securities on behalf of another and not a taxable sale.— 
Circuit Court of Appeals, Second Circuit, in Bessemer In- 
vestment Co. v. Commissioner of Internal Revenue. No. 119. 

Refund Claims.—A claim for refund of 1917 taxes alleg- 
ing that stock dividends received in that year are not tax- 
able income is not an’amendment to a prior claim for re- 
fund alleging that such dividends should have been allocated 
to other years than 1917.—Court of Claims of the United 
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States in Swift & Company v. The United States. No. J-226. 


‘A letter in protest of a proposed assessment of additional 
taxes is not a claim for refund—Court of Claims of the 
United States in Semmes Motor Company, a Corporation, v. 
The United States. No. H-258. 


Reorganization, Requisites to Constitute a.—A reorgani- 
zation within the meaning of Sec: 203 (c) and (h), Act of 
1924, was not effected where a cash dividend declared by 
a national bank was used to purchase stock of a trust com- 
pany organized to carry on business which the national 
bank was not authorized to do, under an agreement be- 
tween the bank and the majority of its stockholders to al- 
low dividends payable to them to be so used. Section 203 
(c) and (h), Act of 1924 was held not to apply to an inde- 
pendent company engaging in dealings prohibited to the 
original company, not to the application of dividends which, 
when declared, are the property of the stockhoders, the 
section presuming a transfer of assets by the corporation 
itself. B. T. A. decision 3848 [C. C. H.] affirmed.—United 
States Circuit Court of Appeals, Eighth Circuit, in John 
G. Lonsdale v. Commissioner of Internal Revenue. No. 8293.— 
Jan. term, 1929. 


Salaries “Reasonable.”—The plaintiff, in which the three 
officers were the sole stockholders had a net income in 1920, 
without deductions for salaries, of $102,852.54 and in 1921, 
$79,875.09. For 1920 a deduction of $90,000, $30,000 for each 
of the officers, was claimed as expense for salaries, and for 
the year 1921, a deduction of $23,333.33 for each of the of- 
ficers was made. Stockholdings in the company by the 
officers, however, were not equal. Upon a reaudit the Com- 
missioner ruled that the amounts charged off as salaries 
were unreasonable to the extent of $20,000 in each year. 
The Court of Claims held that in the absence of an express 
contract for salaries, and judged from the standpoint of 
profits made, the deductions allowed by the Commissioner, 
on the record, were reasonable.—Court of Claims of the 


United States in J. Livingston & Co. v. The United States. 
No. H-342. 


Salary Payments by Corporation Disallowed as Business 
Expense Taxable to Recipient as Salary.—That portion of 
the amounts received in 1920 and 1921 as salary by an 
officer of a close corporation which was disallowed by the 
Commissioner as a salary deduction to the corporation on 
the ground that it was unreasonable and represented a divi- 
dend payment, though in no way predicated on stockhold- 
ings, is taxable in the hands of the recipient as salary, such 
sums having been received by the officer as salary, and not 
as dividends.—Court of Claims of the United States in 
Johnston Livingston v. United States. No. F-145. 

On the authority of the above case the Court of Claims de- 
cided the companion cases of John G. Livingston v. The United 
States, No. F-144, and Frank W. Cooper v. The United States, 
No. F-150. 

Special Assessment—Choice of Comparatives.— Whether 
proper comparatives were selected in assessing profits taxes 
in the manner prescribed by Section 328, Act of 1918, is a 
question of administrative discretion which is not review- 
able by the courts.—Court of Claims of the United States in 
Chicago Frog & Switch Company v. The United States. No. 
H-357. 

Statute of Limitations—A credit is allowed within the 
meaning of the statute when the Commissioner signed the 
schedule of refunds and credits as reported by the Collec- 
tor, under an inscription authorizing the Disbursing Clerk 
to make payment, and refund of an admitted overpayment 
of 1917 taxes, collected by the allowance of a credit against 
an overassessment, should be made where the claim for re- 
fund was filed within four years of the date of the allow- 
ance of such credit—Court of Claims of the United States 
in Swift and Company v. The United States. No. J-226. 


Collection of 1918 taxes assessed in 1919 for which a 
bond was given in 1919 pursuant to Section 234 (a) (14) 
(a), Act of 1918, in connection with claims for abatement 
thereof, binding the taxpayer as principal and the surety to 
pay “any part of such tax found by the Commissioner to 


(Continued on page 239) 
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anious interests seeking further reductions of income 
tax rates apparently anticipate tax revision at the next 
session of Congress. 

On behalf of individual taxpayers reduced rates on 
“earned” income and reduction or the entire elimination 
of the tax on capital gains are being urged. On the other 
hand, resolutions adopted on May 3, 1929 by the Seventeenth 
Annual Meeting of the Chamber of Commerce of the United 
States intimate that elemental justice and industrial pros- 
perity can best be promoted by giving corporations the 
benefit of another reduction in the rate on their earnings. 
The section of the resolutions on this subject follows: ' 

“With the national debt reduced nearly ten billion dollars 
since the close of the war, with the activities of the govern- 
ment now brought more nearly to the orderly routine of 
normal times, and with large surpluses accruing in recent 
years in the national treasury, it seems obvious that Fed- 
eral taxes should now be levied with the economic welfare 
of the country steadily in view, and all proposals for new 
expenditures by the Federal Government should be care- 
fully scrutinized in order that none may be granted unless 
their justification is clearly apparent. 

“The present rate of Federal tax on corporations at 
twelve per cent, is burdensome on productive enterprise. 
It handicaps business development and, by reducing earn- 
ings that might be available for dividends, it curtails the 
amount of other, taxable income. The rate is a discrimina- 
tion against the corporate form of business enterprise. In 
theory and in equity the tax should correspond more nearly 
with the normal rate on individual incomes. 

“Every opportunity permitted by the financial situation 
of the Federal Government should be utilized for the reduc- 
tion of the corporate rate to more equitable level.” 

The drafters of this resolution are entitled to a public 
vote of thanks for making no false claims as to the inci- 
dence of the tax on corporation earnings. A few years ago 
reduction of corporation tax rates was unblushingly urged 
on the pretense that the benefit would accrue to the con- 
sumer, in a reduced “cost of living.” 


Pi introduced in both houses of Congress, authorizing 
the Treasury Department to issue short term Treasury 
bills to be sold on a discount basis, contain provisions 
which would make such issues exempt from the surtax as 
well as the normal Federal income tax. 

This proposal is viewed by The Commercial and Financial 
Chronicle as a wholly unwarranted backward step that is 
not excused by the “blunder” in the Revenue Act of 1928 
which grants tax exemption to bankers’ acceptances-when 
held by a foreign central bank. 

It is anticipated that the fact that Treasury certificates 
of indebtedness have become less desirable because they 
are not endowed with the special privilege of full tax 
exemption that has been conferred upon bankers’ accept- 
ances will be urged as a reason why tax exemption should 
be extended to the Treasury bills to be sold at a discount. 

The Financial Chronicle declares that the grant of tax 
exemption in the case of Treasury bills is meant to be 
merely the first step of eventual general exemption, and 
quotes a section from Secretary Mellon’s report to Con- 
gress of last December recommending “that the Congress 
consider an amendment of the Second Liberty Loan Act, 
as amended, authorizing the Secretary of the Treasury to 
exempt further issues of securities from the surtax as well 
as the normal tax.” 
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TEPHEN J. McMAHON was appointed a member of 
the Board of Tax Appeals on May 15, 1929, to succeed 
Forest D. Siefkin, who has resigned to enter private prac- 
tice. The term for which the new appointment was made 
will expire in 1938. 

Mr. McMahon is a graduate of the University of Wis- 
consin. He was formerly a United States attorney in the 
eastern district of Wisconsin and at one time served as 
city attorney for Antigo, Wisconsin. He is a member of 
the American Bar Association. 


WN eesnous requests for rulings on abstract cases and 
insistence of taxpayers on prompt action are given as 
the reason for promulgation of Mimeograph 3726 (VIII- 
19-4199, p. 14), which states that rulings in respect of any 
inquiry will not be made except under the following cir- 


cumstances: 

(a) The transactions must be completed and not merely pro- 
posed or planned. . 

(b) The complete facts relative to the transaction, together 
with abstracts from contracts, or other documents, necessary 
to present the complete facts, must be given. 

(c) The names of all the real parties interested (not “dum- 
mies’ used in the transaction) must be stated, regardless of 
who presents the question, whether attorney, accountant, tax 
service, or other representative. 

(d) A request for a ruling must be signed by the taxpayer, 
or, in case he is represented by an attorney or agent, the 
request must be accompanied by properly executed power of 
attorney. Banks, however, will not be required to furnish 
powers of attorney with respect to inquiries affecting their 
depositors. 

(e) A copy of a ruling addressed to a taxpayer will not be 
furnished to his attorney or agent unless the bureau is specifi- 
cally authorized to do so by the taxpayer. 


A NEW guide for the preparation of financial statements 
in pamphlet form has been prepared by a committee of 
the Institute of Accountants which will be ready for dis- 
tribution this month by the Federal Reserve Board, Wash- 
ington, D. C., at a cost of ten cents per copy. The May 
issue of the Federal Reserve Bulletin has the following an- 
nouncement of the publication: 


“In April, 1917, the Federal Reserve Board printed in 
the Federal Reserve Bulletin and separately in pamphlet 
form a memorandum on approved methods for the prep- 
aration of balance sheet statements, the demand for 
which has been such that approximately 65,000 copies of 
the pamphlet have been printed and distributed. The sug- 
gestions in the pamphlet have now been before the public 
for more than eleven years and various criticisms and 
suggestions for minor changes have been made. These 
criticisms and suggestions have been reviewed by a spe- 
cial committee of the American Institute of Accountants 
appointed for the purpose and the Institute has now fur- 
nished the Board with a revised edition. 

“While the Board does not care to set itself up as an 
authority on accounting and auditing procedure it is im- 
pressed with the desirability from the standpoint of the 
general credit structure of the country, of having sound 
accounting principles followed in the preparation of finan- 
cial statements. It has, therefore, had the revised. edition 
printed under the title ‘Verification of Financial State- 
ments,’ and is prepared to distribute the pamphlet to the 
public at ten cents a copy.” 

This pamphlet will doubtless be found of value by tax 
practitioners, attorneys as well as accountants. 


INAL adjudication of the controversial community prop- 

erty tax question in each of the eight states having gom- 
munity property tax laws will be sought in a series of test 
cases initiated by the Bureau of Internal Revenue. Mean- 
while the policy of the Bureau apparently will be as an- 
nounced in Mimeograph 3723 (VIII-17-4182), which is dis- 
cussed in a special article, beginning on page 224. 





ASOLINE taxes, effective last year in forty-six states 

and the District of Columbia, produced a total of 
$305,233,842 in revenue, according to the computation of the 
Bureau of Public Roads of the Department of Agriculture. 
This total includes the tax collected in Illinois during January, 
1928, only, as the law providing for a 2-cent tax in that state 
was held invalid on February 24, 1928. The Illinois Legislature, 
however, has passed a new law providing for a 3-cent tax, 
effective August 1, 1929. 
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Court Decisions 

(Continued from page 236) 
be due” is held not barred under Section 250 (d), Act of 
1918, and similar limitations provisions of subsequent Acts, 
the making of the bond giving the United States a cause 
of action separate and distinct from an action to collect 
taxes, the opinion holding that such sections can not be 
extended by implication to a suit upon a subsequent and 
substituted contract. Decision of the Circuit Court of Ap- 
peals, 27 Fed. (2d) 782, reversed—Supreme Court of the 
United States in The United States v. The John Barth Com- 
pany and the United States Fidelity & Guaranty Company. 
No. 526.—October Term, 1928. 


Waivers of 1918 taxes, one signed by the president and 
secretary of a corporation, the other signed by the presi- 
dent, to both of which were affixed the corporate seal and 
the purported signature of the Commissioner, were held 
valid and effective to extend the statutory period for assess- 
ment and collection.—District Court of the United States, 
W. D. of Penn., in Liberty Baking Company, a Pennsylvania 
Corporation v. D. B. Heiner, Collector. Law No. 5873. 

Stock Acquired by Gift—Basis for Determining Gain or 
Loss on Sale.—See case of Anita H. Cooper v. The United 
States under the heading “Property Exchanges.” 


Suits for Refund of Taxes.—Though income tax was er- 
roneously collected against the plaintiff suit for refund of 
the taxes may not be maintained though payment was made 
accompanied by written protests, since claims for refund in 
proper form were not filed until after the expiration of the 
statutory period. 

“The Government can be sued only when and as it con- 
sents,” said the Court, “and where it has prescribed the 
acts ard forms of bringing an action against it, those acts 
and forms must be strictly complied with. It has stated 
in its statutes that a claim for refund in writing must be 
filed within four years after payment of tax, stating the 
grounds for the claim.”—Court of Claims of the United 
States in Hazel M. Davis v. The United States. No. J-235. 

Taxable Income.—Profits derived by a taxpayer in the 
contracting business under contracts with the State of 
Oklahoma for the erection and repair of public buildings is 
not exempt from income tax under Sec. 1211, Act of 1926, 
such taxpayer being an independent contractor and not a 
state officer or employee. B. T. A. Dec. 2641 [C. C. H.], 
affrmed.—United States Circuit Court of Appeals,- Eighth 
Circuit, in A. C. Kreipke v. Commissioner of Internal Revenue. 
No. 8262.—Jan. term, 1929. 


A capital stock bonus paid to the State of Pennsylvania 
on an increase of capital stock is not deductible, the Penn- 
sylvania courts having ruled that such a bonus is not a 
tax.—District Court of the United States, W. D. Penn., in 
Greensburg Coal Company v. United States of America. No. 
5884—Law. 

Taxes—Deductions from Gross Income.—A distributee is 
not entitled to deduct, from income derived from securities 
prematurely distributed to her ‘by the executor of an estate 
in process of administration, that portion of the Federal 
estate tax paid in 1919 and deducted from the income of the 
estate by the executor, but contributed by the distribttee 
under an agreement with the executor at the time of the 
transfer to meet promptly estate liabilities—-Court of 
Claims of the United States in Eda Mathiessen v. The United 
States. No. E-573. . 

Tax-free Covenant Bonds—Taxation of Obligor.—The 
obligor on tax-free covenant bonds is not entitled to the 
25 per cent reduction of 1923 taxes provided in Sec. 1200 
(a), Act of 1924, with respect to the amount of tax it is 
required to withhold onthe interest of such bonds, the 
obligor not being the taxpayer within the meaning of the 
Act, and the intent of Congress being to relieve individual 
taxpayers. District Court decision (decided August 16, 
1928, unreported) affirmed.—United States Circuit Court of 
Appeals, Second Circuit, in Union Pacific Railway Company 
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RATES COMPEL ECONOMY 
from $2.50 a day 
from $4.00 a day 
2 and 3 room furnished suites if desired 
Special weekly, monthly and seasonal rates 
RESTAURANT FRANCAIS FAMOUS FOR 
FRENCH CUISINE 
Wire at our expense for Reservations 
EDMUND P. MOLONY, Manager 
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v. Frank K. Bowers; Oregon Short Line Railroad Company v. 
Frank K. Bowers; Oregon-Washington Railroad & Navigation 
Company v. Frank K. Bowers; The St. Joseph & Grand Island 
Ry. Co. v. Frank K. Bowers; Michigan Central Railroad Com- 
pany v. Charles W. Anderson. 


August, 1925, Issue of Magazine Wanted 


If anyone has a copy of the August, 1925, issue of the 
NATIONAL INcoME Tax MaGazIne that he is willing to dis- 
pose of, please communicate with George A. Morin, Attor- 
ney at Law, 185 Devonshire Street, Boston, Mass. 


Significant Decisions of the Board of 
Tax Appeals 


Federal Estate Tax.—The tax imposed by the Revenue 
Act of 1918 upon the transfer of the net estate of the dece- 
dent who died in August, 1921 accrued at the date of her 
death within the meaning of Section 1400 (b) of the Reve- 
nue Act of 1921, and it was saved by that Section, although 
the tax had not become due and payable until August 8, 1922, 
more than eight months after the effective date of the Act 
of 1921. Decision made on authority, inter alia, of Flannery 
v. Willcuts, 25 Fed. (2d) 951, and Page v. Skinner, 298 Fed. 
731.—Guaranty Trust Company of New York, As Executor 
Under the Last Will and Testament of Roxy M. Smith, De- 
ceased, v. Commissioner, Dec. 5122 [C. C. H.], Docket No. 
16038. 

Financing Costs, Deductions for.—In 1921, the petitioner 
issued $800,000 of Serial Debenture Gold Notes, which, it 
alleged, were sold through a bank at par, less a commission 
of 5 per cent. The petitioner paid to the bank so-called 
commissions of $40,000, plus $400 representing the cost of 
documentary stamps, and claimed the eritire amount of 
$40,400 as a deduction from income for 1921. The respond- 
ent prorated the amount over the life of the notes, and 
allowed $8,206.25 as a deduction from 1921 income. The 





Land Economics. 


The Use of Deed Restrictions in Subdivision Developement 
By Helen C. Monchow 


First volume of a series of research monographs dealing at length with problems of 


June, 1929 






petitioner kept its books upon an accrual basis. Held, that 
the $400 stamp tax constitutes an allowable deduction from 
gross income for 1921; and held further that the $40,000 of 
so-called commissions represents in effect bond discount, 
and should be prorated over the life of the notes. 

This case was distinguished from the Bolinger Franklin 
Lumber Co. case, Dec. 2550, 7 B. T. A. 402.405, in that in 
this case the majority opinion of the Board holds that the 
amount paid, which was called commission, was not in 
fact commission, while in the Bolinger Franklin Lumber Co. 
case, the question was the deductibility of commissions 
paid.—United States Playing Card Company v. Commissioner, 
Dec. 4971 (C. C. H.), Docket No. 19305. This erroneously 
appeared in the May issue as being a summary of the 
decision of the Board in Thompson Oil & Gas Company v. 
Commissioner, Dec. 4972 (C. C. H.), Docket No. 10600. 


Inventories, Valuation of.—Petitioner for 1919 took its 
closing inventory on basis of “cost” and for 1920 on basis 
of “cost or market.” Held, that it can not now adjust its 
1919 inventory by valuing only a portion of same at “cost 
or market,” for whichever basis may be selected, the entire 
inventory must be valued thereon, and the adjustment re- 
quested results in a portion of the inventory being valued 
at “cost” and the balance at “cost or market.”—Boston 
Oldsmobile Co. v. Commissioner, Dec. 5086 (C. C. H.), Docket 
No. 11239. 


Jurisdiction of the Board.—The respondent determined a 
deficiency against the Lynchburg Cotton Mill Company, a 
Virginia corporation dissolved in 1920, and at the date “ 
the deficiency notice there was no one legally authorized 
to represent or act for the taxpayer corporation. The peti- 
tioner, Consolidated Textile Corporation, as the sole 
former stockholder of the taxpayer corporation, filed a 
petition for redetermination of the deficiency.. The Board held 
that it has no jurisdiction, and the proceeding was dis- 
missed.—Consolidated Textile Corporation v. Commissioner, 
Dec. 5094 (C. C. H.), Docket No. 15983. 


An economic evaluation of the various legal restrictions on using residential land. 
Based on a study of 84 deeds of leading subdivision developers. Cases and citations 
include: Restrictions on the Type and Use of Structures, on the Use of Lot Area, 
on Alienation and Occupancy; and Rights, Powers and Duties of the Subdivider. 


A book that should be in the hands of every realtor, every investor in land, every 


public official. 


Order now. Price: Single copies, $1.50; special price to subscribers to the Journal 


Lake Shore Drive at Chicago Avenue 


of Land and Public Utility Economics, $1. 00; special rate for quantity purchases. 


The Institute for Research in Land Economics and Public Utilities 
Northwestern University—Wieboldt Hall, McKinlock Campus 


Chicago, Illinois 
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Leased Property, Depreciation of.—The purchaser and 
assignee of a 99-year lease of real property, renewable for- 
ever, is not entitled to a deduction from gross income for 
depreciation of buildings, machinery and equipment used in 
his business, which were erected upon the demised premises 
by the original and prior lessees at their own cost and ex- 
pense, in accordance with covenants in the original lease, 
even though the purchaser and assignee assumes all of the 
covenants and conditions imposed upon the original and 
prior lessees under which such original and prior lessees 
were required to maintain and keep such improvements or 
others of at least the stipulated value upon the premises at 
all times during the term demised. Weiss v. Wiener, de- 
cided by the Supreme Court April 22, 1929, followed.—Gene- 
vieve H. Cogar, Executrix, Estate of William N. Andrews, v 
Commissioner, Dec. 5129 [C. C. H.], Docket No. 9519. 

Patents, Valuation of.—In the absence of evidence that 
they represented assets appearing in earned surplus at the 
beginning of the tax year, expenditures for propaganda and 
educational expense and for legal and patent expenses 
charged off as curernt expense in prior years may not be 
restored for invested capital purposes. 

An opinion as to the monetary value of a patent, by a 
witness qualified to judge the effectiveness of the patented 
device, which opinion involves considerations and confu- 
sions which render it of slight weight, will not be adopted 
as an expert judgment of value. 

Where the problem involves a determination whether de- 
preciable patents, comprising part of a taxpayer’s assets, 
had a value on March 1, 1913, in excess of that allowed by 
the Commissioner, evidence of past and probable earnings 
of the business, of the cost of business promotion and de- 
velopment and of contracts with possible sources of new 
business, affecting as it does the progress and value of the 
entire business enterprise, requires some reasonable evi- 
dence in addition to demonstrate how and to what extent 
it reflects patent value. It is not sufficient to show general 
facts and figures and urge an arbitrary allocation of value. 
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Figures as to earnings prior to March 1, 1913, and evi- 
dence as to steps taken at that date to secure new business 
held insufficient to justify expectation of increased earnings 
in the future, for the purpose of valuing patents, where ex- 
perience available on March 1, 1913, of the business as a 
whole was of widely varying uncertainty and losses had 
been sustained in some of the prior years, and there was 
no reasonably sound basis for measuring the probable earn- 
ings from future business. 


When a taxpayer is not engaged in selling patented ar- 
ticles and its business consists primarily of rendering a par- 
ticular service, involving personal service and skill in addi- 
tion to ownership of patents, it is improper to value patents 
on basis of so-called “field” or “operating” profits, without 
taking into account expenditures for salaries, advertising, 
rent, depreciation, etc—National Water Main Cleaning Com- 
on Ay Commissioner, Dec. 5112 [C. C. H.], Docket No. 


Special Assessment.—The Board held that an abnormal 
condition affecting invested capital existed, within the pro- 
visions of Section 327 (d), Revenue Act of 1918, entitling 
the petitioner to benefit of the provisions of Section 328 of 
the Revenue Act of 1918 in determining the excess profits 
taxes due for the calendar years 1920 and 1921, because of 
the following circumstances, as stated in the opinion: Peti- 
tioner is the owner of a patent having a value, on the date 
of acquisition, of $500,000, which was acquired without cost. 
No amount has or can be included in invested capital by 
reason of this asset, though a substantial proportion of the 
earnings for the two years involved is attributable directly 
to the ownership of the patent. These conditions, viewed 
in the light of the petitioner’s invested capital as fixed by 
the Commissioner, indicated to the majority of the Board 
an abnormal condition. Three members of the Board— 
Smith, Sternhagen and Murdock—dissented.—Stephens- 
Adamson Manufacturing Company v. Commissioner, Dec. 
5067 (C. C. H.), Docket Nos. 13462, 18641, 25010, 30443. 
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Act of 1928 Compared 


Comparison of the Act of 1928 with prior acts is 
particularly important on account of the new ar- 
rangement of the Act of 1928. 
| 
| 


Gives Comparisons at a Glance 


Similar sections of the various laws from “1917 
to 1928, both inclusive, are arranged in pari materia 
in parallel columns. This in itself permits an im- 
mediate comparison of the many changes which 
have been made in the various acts. 


All of the Federal Income and Estate Tax Laws 
from 1909 to 1928, inclusive, with copious annota- 
tions are included, thus providing in one conven- 
jient volume all of the acts beginning with 1909 and 


ND ESTATE TAX LAWS 


Correlated and Annotated 
(Fourth Edition) 


INCLUDING THE or aioee ACT OF 1928 


WALTER E. BARTON a CARROLL W. BROWNING 
of the Washington, D. C. Bar 


Thousands of Decisions in Annotations 

The annotations include thousands of decisions 
of the Federal Courts and the Board of Tax Ap- 
peals with footnote references to the language of 
the respective acts involved in the decisions. 

Provisions of the Constitution and 
Revised Statutes 

The provisions of the Federal Constitution and 

the Revised Statutes of the United States appli- 


cable to Federal Income and Estate Taxation are 
also included with annotations. 


the decisions upon which you may base your brief 
or prepare your argument on any question relating 
to Federal Income and Estate Taxation. 


One Volume—Buckram Binding—Price $15.00 Delivered 
‘For Sale By 


John Byrne & Company 


1324 EYE STREET N. W. 


WASHINGTON, D. C. 





























































































DOUBLE TAXATION 


THE NATIONAL INCOME TAX MAGAZINE 


Complete Expert and Official 


Publications Now Available 





For eight years the League of Nations, in 


collaboration with the International Chamber of 
Commerce, has been working toward a solution 
of the continually increasing difficulty caused by 
double taxation. Many leading American spe- 
cialists have been actively engaged in this task. 


The work of the experts has now been com- 
pleted. It remains for the governments to take 


appropriate action. 


The following documents are invaluable 
for an understanding of the present status. 






MEMORANDUM ON DOUBLE TAXATION 


By Sir Basil P. Blackett 


NOTE ON THE EFFECT OF DOUBLE TAXATION 
UPON THE PLACING OF INVESTMENTS ABROAD. 
Prepared for and Circulated by Sir Basil P. Blackett. 
= 4 pp. Number for both documents, E. F. S. 


REPORT SUBMITTED TO THE FINANCIAL COM- 
MITTEE, by Professors Bruins, Einaudi, Seligman, 
and Sir Josiah Stamp. (No. E. F. S. 73. F. 19. 
Fe OP CON ikctac ene cone wheene nea bd a Coe eaens 


REPORT AND RESOLUTIONS SUBMITTED BY 
THE TECHNICAL EXPERTS (European Adminis- 
trative) TO THE FINANCIAL COMMITTEE OF 
THE LEAGUE OF NATIONS. (No. F. 212. 1925.) 


REPORT PRESENTED BY THE COMMITTEE OF 
TECHNICAL EXPERTS ON DOUBLE TAXATION 
AND TAX EVASION. (Enlarged Committee, In- 
cluding American Members.) (No. 1927. II. 40. 
i ee RR ee eet mr ee, a eee 


SUMMARY OF OBSERVATIONS RECEIVED FROM 
GOVERNMENTS ON REPORT OF TECHNICAL EX- 
PERTS (Preceding Document). (No. 1928. II. 46. 
BOD 7S GUN. beaiswnrtavducnkesceeececuwes anes 


REPORT PRESENTED BY GENERAL MEETING 
OF GOVERNMENT EXPERTS ON DOUBLE TAX- 
ATION AND TAX EVASION .(Final Meeting). No. 
ee et a ere re) ee eee 


COLLECTION OF INTERNATIONAL AGREEMENTS 
AND INTERNAL LEGAL PROVISIONS FOR THE 
PREVENTION OF DOUBLE TAXATION AND 
FISCAL EVASION. (No. 1928. II. 45. 1929.) 


ey 
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ee 


“Unless the United States can devise ways and means 
to participate effectively in this movement, our business 
concerns — particularly American exporters—may find 
themselves in a few years competing with foreign rivals 
who are relieved from a substantial burden of double tax- 
ation to which our nationals and/or residents are subject.” 
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—Professor Thomas S. Adams of Yale University. 


Order copies from sole American agents 


World Peace Foundation 
40 Mt. Vernon St., Boston, Mass. 


(Please mention the National Income Tax Magazine) 
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On the finding that the coal properties of the petitioner 
were a substantial income-producing factor in petitioner’s 
business, the exclusion of the excess of the value of the 
properties over the amount includable in invested capital 
were held to give rise to an abnormality entitling petitioner 
to special assessment for the taxable year ended June 30, 
1918, for the period July 1, 1918, to December 31, 1918, and 
for the calendar year 1920.—Roslyn Fuel Co. v. Commissioner, 
Dec. 5123 [C. C. H.], Docket Nos. 9074, 22072. 















Statute of Limitations.—A waiver extending the five-year 
statutory period for assessment and collection of tax due 
for the year 1917, which was executed more than five years 
after the return was filed but prior to the effective date of 
the Revenue Act of 1926 was held to be valid and to oper- 
ate. to extend the period for assessment and collection of 
the tax. The opinion (Marquette) points out that in Joy 
Floral Co., Dec. 2650, 7 B. T. A. 800, the principal was laid 
down that waivers or consents filed subsequent to the 
expiration of the statutory period for assessment and col- 
lection but prior to the Revenue Act of 1926, were valid 
and operated to extend the period within which assessment 
and collection of the tax might be made. In further ex- 
position of the basis for the decision, the opinion says: 

‘“* * * On appeal to the Court of Appeals of the Dis- 
trict of Columbia this decision was reversed, 29 Fed. (2d) 
865, apparently upon the ground that the statute did not 
contemplate a consent after the statutory period had ex- 
pired. Since the statute related to the remedy and did not 
attempt to extinguish the liability as did the Revenue Act 
of 1926, we find no reason to limit the right of the respec- 
tive parties to consent to a later determination, assessment 
and collection of the tax to a period prior to the: expiration 
of the period limited by the statute. There is nothing in 
the evidence herein which indicates that the consents were 
not freely and fairly made with full knowledge of all the 
facts, and while we are of opinion that the question of con- 
sideration is immaterial, in view of the express authority 
granted by Congress, if it is material it is to be found in 
the antecedent liability. We believe this to be in con- 
formity with the rules applied generally to statutes of limi- 
tation relating to the remedy as well as to the rule that 
such statutes are to be construed in favor of the Govern- 
ment. Loewer Realty Co. v. Anderson, C. C. A., 2d Cir., 
, Fed. In our opinion, the waivers or consents 
relating to the year 1917 were valid and served to extend 
the period for assessment and collection of the tax for that 
year.” 

Three members of the Board—Smith, Trussell and Love 
—dissented from this opinion—Wells Brothers Company of 
Illinois v. Commissioner; Wells Brothers Company of New 
York v. Commissioner; Wells Brothers Construction Company 
v. Commissioner, Dec. 5078 (C. C. H.), Docket Nos. 
11014, 11015. 











The time within which an assessment made prior to June 
2, 1924, may be collected, is not extended by Section 278 
of the Revenue Act of 1924. Russell v. United States, 278 
U.S. 348. 

Where the liability of the taxpayer is extinguished by 
Section 1106 (a) of the Revenue Act of 1926, the liability 
of a transferee under Section 280 of the same act is also 
extinguished.—D. E. Wheeler v. Commissioner, Dec. 5082 
(C. C. H.), Docket No. 21093. 





Petitioner filed returns for the years 1918 and 1919 on 
the basis of calendar years. The return for 1918 disclosed 
no tax and none has been assessed. In his audit the Com- 
missioner held, and the taxpayer agreed, that the tax lia- 
bility should be determined upon the basis of the fiscal year 
ending October 31. In November, 1924, after correspond- 
ing with respect to the fiscal year ended October 31, 1919, 
petitioner and the Commissioner entered into a written con- 
sent extending the period prescribed by law for the deter- 
mination, assessment and collection of “any tax due under 
any return for the year 1919.” The Commissioner deter- 
mined a deficiency for the fiscal year ending October 31, 
1919, two-twelfths of which is the tax computed upon the 
petitioner’s income for November and December, 1918. The 
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‘ study law course and service, 
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This Standard size 25-volume set of 
Modern American Law, ci 

Supreme Courts as “‘M.A.L.,” is 

the basis of the Blackstone course. 
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LAW TRAINING=SUCCESS 


IS message is directed to the man who is 
contemplating the study of law— 


And where is the man who has not at 
some time yearned for law training and the cer- 
tainty of success it brings? 


The Aristocrat of Studies 


Law is the aristocrat among training courses. 
Law students are stamped as men of discernment 
and dignity. They are looked upon with respect. 

A knowledge of law is an absolute necessity 
in every line of business or professional activity. 
Law enhances earning power 
and serves as the means of 
certain advancement. The de- 
mand for a law training is 
growing constantly. 

For years the Blackstone 
Institute, through its home- 











cases—a method 


has been meeting and satisfy- 
ing this demand. Today the 
Institute can point to more 
than 50,000 people, among 
them being corporation officials, business execu- 
tives, bankers, lawyers, public accountants and 
others, who have received financial, personal or 
business benefits from this training. Many suc- 
cessful attorneys are among our graduates. 


The Outstanding Course 


The Blackstone Institute delivers to its students 
immediately upon enrollment the complete set of 
text books for the entire course—not one volume 
at a time. 

This is the famous 25-volume Modern Ameri- 
can Law library, cited as standard and authorita- 
tive by the courts of last resort. (See illustration 
in miniature above.) This library forms the basis of the 
course and serves immediately as a valuable reference work 
upon the entire field of modern-day law. Many students 


have said that the library alone is worth the modest tuition 
fee asked for the entire course. 


to you. 





GOOD REASONS 


1 Blackstone Institute teaches one subject only— 
Law, and its present course is based on 36 years 
of experience in non-resident educational work. 


2 The instruction method is a combination of 
text reading and study of leading illustrative 
recognized as the best and 
most thorough plan yet devised. 


3 The authors of the Blackstone course are out- 
standing authorities in the field of law. They 
know what law you need and 


Elaborate Lesson Material 


But the set of text books is only one part of this rather 
unusual course. There is, in addition, the elaborate lesson 
material mailed at regular intervals. The lessons direct the 
student's study efforts carefully, provide him with the written 
work to be done, and call his attention to rules of law per- 
taining to his regular daily affairs. LL.B. degree conferred. 

This text and lesson material was prepared by a group 
of eighty of the most prominent law authorities in the Uni 
ted States. Included in the list of authors are Justices Taft 
and Sutherland of the United States Supreme Court, the 
deans of eight leading resident law schools, university law 
professors, and state supreme court judges. 


No Exaggerated Claims 

The Institute makes no claim that the 
study of its course will bring a startling 
increase in income to every student. 
Yet most students have reported in- 
creases, some as high as 200% before ' 
completing the course. 

Neither does the Institute claim that 
a law training will enable you to earn 
from $10,000 to $35,000 a year, yet a 
great many law-trained men earn in 
excess of that. 

The Institute does claim that a law 
training isthe best foundation for a suc- 
cessful business or professional career, 
and that its course is without a peer in 
the field of non-resident law instruction. 


Mail Coupon Today 


The Institute prides itself on the value in text and lesson ma- 
terial delivered and the quality of educational service rendered. 
Full details may be had by asking for a copy of the Institute’s 
128-page book, “The Law-Trained Man.” : 


Here again is definite value and full recom- 
pense for the effort involved in writing for your copy, for 
this little book containssomevaluable legal tipsand pointers 
which you can apply at once in your daily business affairs. 

There is no charge for the book. It is free, and you may 
have a copy with our compliments if you will send a post 
card request or use the convenient coupon below. Address 
Blackstone Institute, Dept.340-A,307 N. Michigan Avenue, 
Chicago, Ill. 





how to teach it 





BLACKSTONE INSTITUTE 
Dept. 340-A, 307 N. Michigan Ave., Chicago, IIL / 


Please send me mc | mail, and without obligation, a copy ot your 128-page 
book, ‘The Law-Trained Man,” and details of your law course and service. 


Name 


Business Address 
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statute of limitations for the determination, assessment and 

collection of a tax for the calendar year 1918 expired before 

’ any consent was executed and before the Commissioner’. 
A i ' determination was made. The Board held that the assess- 
ment and collection of that portion of the deficiency which 

relates to the year 1918 is barred by the statute of limita- 


tions.—The Leasing and Building Company v. Commissioner, 
Dec. 5085 (C. C. H.), Docket No. 14423. From this. de- 
cision three members—Smith, Sternhagen and Morris— 


dissented. 


Transferees, Taxation of.—1. Where several proceedings 
before the Board involve transferors- and transferees and 
grow out of the same deficiency in tax, and where all such 

proceedings were tried on the same day and by the same 
counsel, and where in one of ‘the proceedings the deficiency 
was reduced, held that the Board may take notice of the 
state of the record obtaining in all of the proceedings. 
2. Section 277 (b) of the Revenue Act of 1924 applied. 
3. The assessment of a liability under Section 280 of the 
W h Revenue Act of 1926 in these particular cases is not barred 
2 ave —— D 
by limitation so long as the assessment of the tax is not 
books for ev- barred as against the taxpayer. 
a 4. The Commissioner may assess a liability against a 
ery financial transferee under Section 280 before the deficiency upon 
which such liability is based has been redetermined. 
purpose. 2 oe Cappellini, et al., Dec. 4763, 14 B. T. A. 1269, 
ollowed. 
Send for our 6. Where a corporation transferred all of its assets to 
oe ee ° another corporation im consideration of shares of stock of 
descriptive list. the purchasing corporation and where such shares were is- 
sued directly to the stockholders of the selling corporation 
and the selling corporation was then dissolved except for 
the purposes of liquidation, and where the Commissioner 
had determined a deficiency in tax against the selling cor- 
poration and has assessed the whole of such deficiency 
svn os epee oe: corporation and has also ove 
‘ of the total tax against the stockholders of the 
Do you need simple Interest Tables—or selling corporation, and where the purchasing corporation 
Tables for solving difficult Interest prob- and each stockholder have executed bond to the collector 
lems? We have them. for the amount of the assessed liability, held that the pur- 
chasing corporation is primarily liable for the deficiency 
s and that a determination as a —~ a. 
tion is approved. The redetermination the liabilities o 
Problems of Finance the stockholders is held in abeyance until the Board is 
advised whether the deficiency has or can be collected from 
the purchasing corporation—Woodley Petroleum Co. Vv. 


Commissioner; J. F. Van Cleve v. Commissioner; C. F. Elmer 
| HE ROBINSONIAN v. Commissioner; E. E. Dabney v. Commissioner; James M. 
Foster v. Commissioner; J. L. Page v. Commissioner; N. M, 





ROBINSONIAN 
INTEREST aia: 
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y 5 - . Kronenberg v. Commissioner ; T. J. Woodley v. Commissioner: 
is a Financial Encyclopedia. Includes G. B. Trew v. Commissioner: E. L. Woodley v. Commissioner: 
Tabl H, G. Freedman v. Commissioner ; Aaron Freedman v. Com- 
ables for— missioner, Dec. 5111 (C. C. H.), Docket Nos. 18268, 
A ‘ties. Sinkine Funds, T Di - 18944-19004. 
RE, CE SUNS, SINS Lee, Trusts, Taxable—The Board held that, where the own- 
Bond Values when Interest is re-invested ers of oil property conveyed the property to a bank for a 
five-year period under a trust deed for the purpose of sell- 
Installment Payments—monthly, semi-annual, etc., ing the property, and pending such sale of leasing it, all 
money arising from said sales or leases to be paid at once 
Building-Loan Interest Tables, to the beneficiaries and all property not sold at the end of 
the term phe par pree to the re yy — devise 
: created a selling and leasing agency and not a taxable trust 
Compound Interest Tables; rates WI “4 217%, and, further, that = beneficiaries are the real owners = 
hares’ Maturity Tables, 4 as such are entitled to deductions for depreciation an 
ie so Stock Shares ecsead . % depletion — Trudie T. Munger and L. S. Munger v. Commis- 
> 


sioner, Dec. 5097 (C. C. H.), Docket Nos. 16897 and 28479. 
Rates earned by Loans. 


Transferred Assets.—The petitioner, a corporation, was 

All in one book — Price $7.50 organized in 1919, and took over the assets of a partner- 

ship. Immediately after the transfer of the assets to the 

petitioner an interest of more than 80 per cent in such 

property remained in one of the former partners. Hence 

Th T h C C the Board held, under Section 204(c), Revenue Act of 

ry 1924, that the basis for calculation of depreciation of assets 

e wentiet entu 0. acquired by petitioner is the same as it was in the hands 

Chi of the transferor of such assets.—L. H. Philo Corporation V. 

542 So. Dearborn St. > Commissioner, Dec. 5091 (C. C. H.), Docket Nos. 16673, 
24755 and 32327. 
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HANDBOOK 


of Commercial Law League of America 


C] HE Committee on Revision of League Law, after two years of arduous labor, is now pre- 
pared to offer this valuable handbook to the members of the League. This is a most valuable 
asset to League membership. It is being published by order of the 1928 convention under the 
direction of the Executive Committee which has fixed the price practically at cost. Complete in- 
formation concerning the Commercial Law League of. America is contained in this work which 
covers its history from its inception in 1895 to the present date. 


The book, which is nine by six inches, is durably and attractively bound in semi-flexible imitation 
brown leather with the title and seal of the League embossed in gold. The loose-leaf binder is the 


finest type made—being the Heinn Company “Speedlock” which is easily operated when additions 
are made to the book. ; 


It will be kept up-to-date by the insertion of new copy supplied by the League annually. This will 
include new and revised rosters of the entire membership, lists of house agencies, changes in League 
law and any other matter pertaining to the volume. An exhaustive index is included. The type 


is large and clear and the book is beautifully and artistically done and will prove a handsome orna- 
ment to the finest desk. 


Special Committee to Revise the League Law 


Marshall D. Wilber, Chicago; Harry Hertzberg, San Antonio; Wm. H. Montgomery, Poughkeepsie; Thad. 
M. Talcott, South Bend; George Burns, Rochester; Thomas F. Dolan, Boston; Martin J. Teigan, Ex-Officio, 
Chicago; Frederick A. Lind, Chicago, Chairman. 


Partial Table of. Contents 


History of the Commercial Law League of America 

Roster of officers of the League, including members of the Executive Committee 

Conventions, attendance and presiding officers 

Constitution, by-laws and operative resolutions of the League 

Selected chapters from William C. Sprague’s book, ‘“The Commercial Lawyer and 
His Work” 

Selected articles on practice of Commercial Law by former presidents and other mem- 
bers of the League 

Article on law office management 

Article on parliamentary law 

Article on the business side of practicing law 

Rulings and opinions of Executive Secretary 


Orders should be sent to the office of the Executive Secretary which has charge of 
the distribution of this book. SEND IN YOUR CHECK TODAY. 
PRICE TWO DOLLARS AND FIFTY CENTS. 


—COUPON — 
COMMERCIAL LAW LEAGUE OF AMERICA, 137 South La Salle Street, Chicago. 


Enclosed please find my order for................ copy of HANDBOOK OF COMMERCIAL LAW 
LEAGUE OF AMERICA, priced $2.50, postpaid. I enclose check............ , Money ordet............... 
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Waivers—Parties Who May Be Bound.—The power to 
consent to an extension of time for the determination, as- 
sessment, and collection of taxes as provided under the 
revenue acts is within the ordinary functions of a corpora- 
tion and need not be expressly conferred upon its general 
officers, and quaere whether the consent is to be treated or 
construed as a contract and hedged about with the legal 
rules governing contracts. 


The Commissioner is authorized to delegate the power to 
consent in writing to a subordinate, and, where he au- 
thorizes a subordinate to sign his name and treats the con- 
sent as his own, the authorization covers not only the me- 
chanical act of signature but also the substantive act of 
consent.—National Water Main Cleaning Company v. Com- 
missioner, Dec. 5112 [C. C. H.], Docket No. 12140. 


Business Books 


California Laws of 1929, by Vincent K. Butler, Jr., and 
Norman Loyall McLaren, pp. 376; Walker’s Manual, In- 
corporated, San Francisco, California ($7.50). 

Although nominally a franchise tax law, the new Cali- 
fornia “Bank and Corporation Franchise Tax Act” levies 
a 4 per cent income tax on banks and corporations, after 
certain allowances to banks for real estate taxes paid and 
limited offsets to corporations for taxes paid upon real and 
personal property. 

The book, “California Laws of 1929,” combines a history 
of the fiscal reforms which are in progress in California 
with a practical working guide to the new franchise tax 
laws. 

The California Legislature followed the Federal plan of 
imposing upon taxpayers the duty of self assessment, hence 
this comprehensive exposition of the new tax requirements 
will supply a need not only to California taxpayers but to 
many outside of that state who may be directly or in- 
directly interested. 


Two or three such leading articles in each issue. 


Tax Decisions:—The important recent decisions in 
all branches of the law are abstracted and anno- 
tated. 


Conditions in Negotiable Instruments 


This apparent paradox is the title of a leading article by 


PROFESSOR RALPH W. AIGLER 


of the Law School of the University of Michigan, appearing 
in the 


MARCH ISSUE 
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The authors had the privilege of assisting in the revision 
and amendment of the tax bills before their final passage. 


Accounting by Machine Methods—The Design and Opera- 
tion of Modern Systems, pp. 563, by H. G. Schnackel and 
Henry C. Lang; The Ronald Press Company, New York 
($7.50). 

Modern machine methods, according to the authors, may 
be applied with the same measure of success that such 
methods have produced in the factory, and this publication 
points out the degree of flexibility and adaptability of vari- 
ous types of accounting devices to business requirements 
and describes accounting and _ statistical methods and 
routines adapted to obtain satisfactory results from the use 
of such mechanical equipment. 


The book is especially serviceable to those interested in 
devising business record systems to properly coordinate 
with accounting and statistical machines. Detailed explana- 
tions are made of the use of mechanical equipment in con- 
nection with accounts receivable, installment, accounting, 
sales analyses, stock and material control, payrolls and 
other accounting records. 


Dubious Rights of Community Property 
Under Federal Revenue Laws 
(Continued from page 225) 


Where the State law gave to the wife such vested 
interest in community property when acquired prior to 
September 8, 1916, the date of our government’s em- 
barkation in the field of Federal estate taxation, can the 
government retroactively apply its law within the in- 
hibition of the Fifth and Fourteenth Amendments to 
the United States Constitution and measure its tax by 






THE MICHIGAN LAW REVIEW 


Law School, Ann Arbor, Michigan 


You may place my name on the mailing list of the 
Michigan Law Review and bill me therefor at $3.50 
the year. 


(Inclose this with one of your letterheads to Michi- 
gan Law Review, Law School, Ann Arbor, Mich.) 
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LEGAL 


ACCOUNTING 
AND 





A SUBJECT of GROWING ee 


Every Year Sees an Increasing Use by the Courts 
of Their Power to Appoint and Use 
Special Officers and Fiduciaries 


COURT AUDITING ae 


By HERBERT L. DAVIS, LL. M. COURT 


of the 
Washington, D. C., Bar 


A Comprehensive Treatise on Court Accountings, 
Including Appointment, Powers and Duties 
of Special Court Officers, Such as 


Special Masters 


Commissioners Executors 
Court Auditors Trustees 
Vice-Chancellors Referees 
Corporate Fiduciaries Receivers 


INCLUDES RULES, 


PROCEDURE AND FORMS 


Applicable to All 
Jurisdictions 


THE AUTHOR 

Herbert L. Davis, LL.M., member of the 
Washington, D. C., Bar. Lecturer and scholar 
in Accountancy as well as Law. For more than 
twelve years Court Referee and Auditor of the 
Supreme Court, District of Columbia, and Spe- 
cial Master in many matters including the 
Leiter Estate; United States Trust Company; 
Condemnation Proceedings, etc. 

“His work as Referee and Master in Chan- 
cery has been characterized by rare courage 
and ability.”—Trust Companies Magazine, 
May, 1928. - 


Individual Fiduciaries 


AUDITING 


800 
Pages 
$10.00 


FROM THE FOREWORD 


“Mr. Davis now makes available trustworthy data 
regarding the various phases of accounting on the 
part of fiduciaries. Court accountings are numerous 
and important, much more so than we appreciate. We 
have partition suits, assignments, dissolution of cor- 
porations, mechanic liens, and most numerous of all, 
estate accounting of every description ... . disputes 
which arise in the settlements of ordinary estates and 
the bitter fights over other estates. Many of these 
would be avoided if lawyers, accountants and business 
men were better acquainted with the principles and 
practice of legal accounting and court auditing.”— 
Robert H. Montgomery, C. P. A., member of the New 
York Bar, Author, Montgomery, Income Tazes, etc. 





This Book Is Invaluable to Any Special Court Officer and Lawyer, Accountant, 
Trust Company or Bank With Business Before a Referee, Commissioner, Master, 
Etc. Likewise, to Those Preparing to Act as Aids or Arms of the Courts. 


Ready for | 
Delivery— ) 
Order Now! , 
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Business Book Concern, 
529 So. Franklin St., Chicago, IIl. 


Please send, prepaid, LEGAL ACCOUNTING and COURT AUDITING 
by Herbert L. Davis, LL. M., 800 pages, for which I enclose $10. 
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reason of the privilege accorded her husband to dispose 
of his one-half of the community property at death by 
including her interest in such property? It is in fact 
measuring a tax on A by property owned by B. This 
measurement theory was discountenanced in the case 
of Knox v. McElligott, 258 U. S. 546. 

The addition of Section 1212 in the Revenue Act of 
1926, as a statute of repose, limited the governiient in 
collecting additional taxes where community income 
had been divided between the spouses under State laws 
which gave a vested interest in the marital community 
property to the wife. By this enactment, Congress has 
recognized ownership as the criterion of tax responsi- 
bility. Therefore, in adjudicating the questicr, the 
courts, like Congress, will be called upon to base their 
conclusions upon actual facts and substantive rights. 


Use of Ownership Certificates—Payment 
of Income Taxes at the Source 
(Continued from page 228) 


How Do Taxpayers Obtain Credit for Income Tax 
Paid at the Source? 


Individuals using Form 1040-A make the deduction 
at Item 14; those using Form 1040 at Item 51; non- 
resident aliens using Form 1040-B at Item 56 and for- 
eign corporations using Form 1120 at Item 31. Fidu- 
ciaries using Form 1041 allocate the income tax paid 
at the source on behalf of the various beneficiaries in 
column 6 of Item 17. Partnerships using Form 1065 
should allocate the income tax paid at the source in 
column 7 under Schedule known as “Partners’ Shares 
of Income and Credits.” In all cases care should be 
taken to see that the full amount of interest received on 
corporation bonds where the tax isnot paid at the 
source is entered on the proper line and that the inter- 
est received on bonds which contain the tax free cove- 
nant should be entered on the line designated ‘Interest 
on bonds upon which a tax was paid at the source.” 


Bonds Purchased Between Interest Dates 


When bonds are purchased between interest .dates, 
the amount of accrued interest paid should be deducted 
from the first coupon maturing after the purchase in 
order to determine the net amount taxable. The pur- 
chaser, however, is entitled to the 2 per cent or 1% 
per cent paid at the source, calculated on the full face 
value of the coupons. The difference between the net 
amount taxable and the amount upon which the credit 
for tax paid. at the source is based may be explained 
by a rider attached to the tax return prepared some- 
what in the following form: 

Amount of coupons containing tax free covenant ma- 


oe a a eet eet aoe $5,000.00 
LESS: Accrued interest on bonds purchased between 

NUNENE OED 5 FAN rec od ic Cowes huhkon dave heeaee ke 750.00 

Net amount taxable entered at Item 3 (a).......... $4,250.00 


The amount to be deducted at Item 51 as income 
tax paid at the source would be 2 per cent of $5,000 
or $100. 

It frequently happens on bonds purchased between 
interest dates after July lst in any year that the first 
coupons .after purchase do not mature until on or 
after January Ist of the succeeding year. In such case 


June, 1929 


the amount of accrued interest paid on the bonds so 
purchased should, for the purposes of the Federal in- 
come tax, be deducted from the coupons maturing dur- 
ing the ensuing year. 


Bonds Sold Between Interest Dates 


Where a bond which contains a tax free covenant 
is sold between interest dates the right to take credit 
for tax paid at the source is transferred to the pur- 
chaser; and hence the accrued interest so received 
should be included in tax return as interest upon which 
a tax has not been paid at the source. 


Maintenance of Records 


In checking income tax returns the auditors for the 
Revenue Department frequently have in their posses- 
sion the Ownership Certificates which have been filed 
in connection with bond coupons. The total amount of 
coupons as represented by these Ownership Certificates 
is compared with the amounts entered in tax returns 
at the particular item. It is for this reason that it is 
advisable for investors in making tax returns to retain 
along with the duplicate copy of their return an item- 
ized list of the securities from which the interest has 
been received. The possession of this list tends to lessen 
considerably the time required in making an adequate 
audit of the return. 


Deductions for Losses on Account of 
Worthless Stock 
(Continued from page 220) 
that the company was in financial straits—lId., 553. 

_Deducticn for worthless stock was disallowed in 
O. R. Fuller, 11 B. T. A. 1025, 1033, because of lack 
of proof of the purchase price paid by the taxpayer for 
the stock and of the date on which the company dis- 
posed of its assets. 

Similarly, deduction for stock alleged to be worthless 
was denied in H. H. Moyer v. Cousmissioner of Inter- 
nal Revenue, 12 B. T. A. 429, the Board stating: 

The petitioner further relies in support of his contention 
that the stock was worthless upon the fact that he was unable 
to sell it in December, 1920, and did not receive an offer for 
it, and that Tatnell, the president of the company, stated that 
the stock was worthless. We were not furnished, however, 
with a statement of the assets and liabilities of the company 
and there is nothing in the record to indicate that the com- 
pany did not have earnings in December, 1920. It was at that 
time a going concern and its principal salesman still remained 
with it. The fact that Tatnell the president of the company 
would not buy the stock and stated that it was worthless is not 
sufficient, in view of all the other evidence in the case, to 
establish the fact of worthlessness. The stock was preferred 
as to dividends and assets and while the evidence might war- 
rant the conclusion that at the end of 1920 the stock had 
suffered a reduction in value, we can not find from the entire 
record that the stock. was worthless in 1920.—12 B. T. A. 
430-1. 

Although worthless stock is not involved in Lewel- 
lyn v. Electric Reduction Co., 275 U. S. 243, it has 
been cited in cases involving worthless stock. An ad- 
vance payment under a contract for ore, which was 
never delivered, was not permitted to be deducted in 
the year in which the payment was made as: 

There is nothing in the findings from. which we could con- 
clude that the respondent in 1918 had ceased to regard his 
rights under the contract as having value or that there was 
then reasonable ground to suppose that efforts to enforce them 


would be fruitless. Lewellyn v. Electric Reduction Company, 


275 U. S. 243, 247. 
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Court Decision in Effect Would Reduce 
Tax on Joint-Stock Land Banks 


(Continued from page 233) 


and it was made a business indebtedness by Congress in the 
enactment of the statute creating such banks. It would be an 
anomaly indeed if Congress, having specifically required the 
joint-stock land bank, its own creature, to acquire and carry 
these bonds as an essential part of its business, should intend 
by another act to deny its right to deduct the expense incident 
thereto. 


We are of the opinion that the act under consideration does 
not apply to plaintiff’s case, and that it is entitled to recover 
the amount sued for, and it is so ordered. 


In a dissenting opinion, Judge Green says: 


The majority opinion is based solely on what is considered 
therein to have been the intention of Congress in enacting the 
provisions of Section 234 (a) (2) of Title II of the revenue 
act of 1921, 42 Stat. 254, with reference to deductions for 
interest. I agree with the majority that the other points raised 
in the argument for plaintiff are so entirely without merit as 
to make it unnecessary to discuss them, but I am unable to 
agree with the view taken as to the intention of Congress in 
enacting this statute. 


The language of the statute with reference to deductions on 
account of nterest is general and inclusive n its terms and 
specifies no exceptions. 1 think it must be conceded that the 
courts are not at liberty to engraft an exception thereon by 
reason of a supposed intent of Congress unless that intent 
clearly appears from the effects of the application of the stat- 
ute or by reason of other provisions of the law. In my opin- 
ion, instead of such intent appearing, there is strong evidence 
to the contrary. 


The opinion of the majority is based largely upon a con- 
sideration of the Federal farm loan act and its purposes, to- 
gether with the results which it seems to be thought would 
follow if the statute be applied as it reads. A proper con- 
sideration of the arguments presented in support of the majority 
opinion requires a brief statement of the main features of the 
Federal farm loan act with relation to joint-stock land banks. 


The plan for establishing joint-stock land banks was a very 
clever one, in that it enabled the farmers’ loans to a large ex- 
tent to form the basis of other loans instead of exhausting 
the resources that might ordinarily be used for that purpose. 
It provided that the mortgages received from the farmers in 
return for loans might form a basis for the issuance of bonds 
to the amount of the face thereof and also that the bonds could 


be sold and the money used to make other loans. In this way - 


the original capital could be used over and over again until 
fifteen times the amount thereof had been issued in bonds, 
which was the limit prescribed by the law. But these joint- 
stock land banks were not created solely in the interest of the 
farmer. They were corporations which were organized by the 
stockholders for personal profit, and, as will be seen, when 
properly managed they were necessarily highly profitable. The 
statute made the interest received upon loans made by the 
joint-stock land banks exempt from taxation. It also provided 
that the bonds which were issued based upon these loans and 
mortgages should be as to principal and interest exempt from 
all taxation, both State and National. If an investment cor- 
poration was organized as a private business outside of the 
provisions of the Federal farm loan act to make farm loans, 
the interest which it received on these loans would be taxable, 
and if it issued bonds based upon these loans in order to obtain 
more money to reloan, the income from these bonds would be 
subject to Federal taxation, and both principal and interest 
would be subject to State taxation assessed against the holders 
thereof. The private investor, therefore, was and is at a double 
disadvantage as compared to the joint-stock land banks: First, 
his organization had to pay an income tax on its interest receipts 
from the loans made; second, as the bonds which it issued were 
taxable in the hands of the holders in the manner above set 
forth, these bonds either had to pay a higher rate of interest 
than that fixed by those issued by the joint-stock land banks 
or be sold at a lower price. It was inevitable that these banks 
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would take away from the private investor a large_portion of 
the business. Indeed, it was thought originally that the joint- 
stock land banks and the Federal farm loan banks would take 
practically all of the business, but this is a matter not necessary 
to discuss here. 


It was equally evident that the business when properly man- 
aged would be highly profitable. The joint-stock land banks 
were, it is true, limited in the interest rates to be charged the 
farmer to a figure not in excess of one per cent above the rate 
of interest received on their last issue of bonds, but as their 
capital could be loaned fifteen times over they could in this 
way receive fifteen per cent on their money less expenses if 
the loans were made upon adequate security. The opinion of 
the majority is that, in addition to the benefits which I have 
mentioned, Congress intended that the joint-stock land banks 
should have a deduction on account of interest incurred to 
purchase or carry the farm loans which they made above those 
which they could make from their paid-in capital. That this 
was not at all necessary to the continued existence and opera- 
tion of the joint-stock land banks seems to me to be plain; but 
it is also contended that if this deduction is not allowed the 
benefits to the farmer which were provided by the Federal farm 
loan act will be in a large measure taken away. I do not think 
this follows, but, on the contrary, I believe that this deduction, 
if allowed, would be simply a subsidy to the stockholders of 
the joint-stock land banks, and no benefit to the farmer would 
accrue from it. 

* * * * * 


In the majority opinion it is said that the joint-stock land 
banks are “compelled’ to-issue these bonds, and much stress is 
laid upon this statement. As I view it, this is not correct. 
There is no compulsion upon the joint-stock land banks to issue 
any bonds whatever. In fact, the law provides that they can 
not issue bonds until the full amount of their capital stock 
provided by law has been subscribed, paid in, and used for loans. 
It is probably true as a practical matter that sufficient money 
to make the loans in desirable quantities could not be obtained 
by subscriptions to the capital stock, and that it was not con- 
templated by the makers of the law that as a rule the capital 
stock and surplus would greatly exceed the amount fixed by 
the statute; but the use of the word “compelled” implies that 
the party so “compelled” is thereby obliged to do something 
which he does not desire to do. The real fact is that by per- 
mitting these bonds to be issued on the basis of this stock, all 
under the supervision of the Federal Farm Loan Board and 
under such circumstances as to create confidence on the part of 
the public in the soundness and value thereof, with a provision 
that these bonds should be exempt from taxation, there was 
created a special privilege highly profitable and one which no 
other citizens could enjoy. The land banks would, and did, 
eagerly take advantage of this privilege of their own volition. 
To my mind it furnishes no reason for giving plaintiff a deduc- 
tion from its profits to make a further reduction in its taxes 
in addition to other exemptions allowed. 


It is said that the provision with reference to deduction of 
interest was adopted by Congress to prevent evasion of taxes 
on the part of persons of wealth who could otherwise borrow 
money to buy tax-exempt securities and not only hold the 
income from the securities exempt from taxation but get an 
allowance on account of the money borrowed. Probably this 
was the primary purpose, but this has little significance when 
the other proceedings of Congress are examined. ’ 


* * * With full knowledge that the provision which was 


made with reference to interest contained nothing allowing the 
joint-stock land banks the deduction sought to be obtained in 
this case, Congress made no provision for it, and, as it appears 
to me, all the circumstances indicate that this omission was 
intentional. If it can not be said that the circumstances show 
the omission was intentional, there is at least nothing from 
which an inference can be drawn that Congress intended to 
have the deduction made. In fact, there was no reason why it 
should be made. 


If the foregoing views are correct, it follows that a holding 
that the plaintiff land bank is entitled to a deduction for inter- 
est patd on its bonds is simply adding a new provision to the 
statute without any good reason therefor. This we have no 
authority to do, and, in my opinion, the petition of plaintiff 
should be dismissed. 
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What 
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Send in the coupon below for this new 


TAX SERVICE CABINET 
SPECIAL CONSTRUCTION—LOW PRICE 


You can now have a permanent, handy cabinet for your Tax Services and books on kindred 
subjects. Segregated—at YOUR elbow—easily kept in apple-pie order, and best of all, made 
to fit your personal requirements. 


This specially constructed cabinet is the result of a survey made among tax practitioners. 


These users of Tax Services are enthusiastic in dt a case designed for utility, efficiency 
and comfort. 


Hand made by skilled cabinet makers, of sturdy construction, hand rubbed and mahogany 
finished. 


It contains two shelves at JUST THE RIGHT SLANT, each twenty-eight and one-half 
inches long which will house twenty volumes of Commerce Clearing House Services. 


So certain are we that you wish to own this cabinet that we have manufactured a large 
quantity and now offer you the privilege of ordering them on approval. 


$16.00 plus express charges. 
(From Factory in Herkimer, N. Y.) 


Cabinet Goes on Approval 
itdhblidealuaeieed Pe << Te oe Specialty Office Equipment Co. 


Specialty Office Equipment Co., 1. T. 6-29 | 529 So. Franklin St. 
531 So. Franklin Street, CHICAGO, ILLINOIS 
Chicago, Illinois. 

Please express the Service Cabinet to: 


Mail Today 


This is also a wonderful convenient piece of furni- 
ture for the Home. We will give $1 discount 
on each cabinet where more than one is ordered. 


— 


It 1s understood that I have the privilege of examination for 
five days, by which time I will remit $16.00, er hold cabinet 
subject to your instructions. 
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